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FOREWORD 


In describing the uses to which the practicing lawyer puts his knowledge 
of insurance law, Professor Patterson says that reports of insurance litiga- 
tion have revealed that “a more thorough understanding of insurance law 
by the plaintiff's lawyer would have been conducive to a more just and 
speedy determination.” 1 It might also be said that a more thorough under- 
standing by the lawyer of the specific interests of his client requiring pro- 
tection and a greater comprehension of insurance practices when counseling 
a client on the purchase of coverage might well have prevented the litiga- 
tion altogether. 

One of our authors, a lawyer and an executive in the insurance business, 
writes that the legal profession has failed to take a sufficiently active part 
in the formulation of the insurance contract. He suggests that the lawyer 
familiarize himself with insurance practices and give more careful considera- 
tion to the insurance aspects of leases and other contracts which he drafts. 
The emphasis has perhaps been too much on the practice of insurance law 
after the casualty occurs. 

Is the general practicing bar neglecting to play its proper role in what 
is one of the principal forces in American economic life? Mr. Justice Black 
in the South-Eastern Underwriters case said, ““The modern insurance busi- 
ness holds a commanding position in the trade and commerce of our Nation 
... Perhaps no commercial enterprise directly affects so many persons in all 
walks of life as does the insurance business. Insurance touches the home, the 
family, and the occupation and business of almost every person in the United 
States.” ? 

If lawyers acting for the insured are not serving their clients as well as 
they might in insurance matters, it must follow that they are in a poor 
position effectively to help shape the law of insurance at its sources. They 
thus limit themselves to wrestling at later stages with legal problems created 
by others—and by their own lack of knowledge. 

To inform our readers of certain general principles and specific appli- 
cations by way of illustration, and hopefully to stimulate greater interest 
in insurance law and practices are the purposes of this issue of the Law 
Forum. We are concerned here with the insurance of business risks, in 
which the lawyer can play a particularly useful, and indeed, an often 
critical rédle. The average practicing lawyer is a non-specialist in insurance 
whose day-to-day practice brings him into frequent but perhaps not inti- 
mate contact with insurance practices and insurance law, and it is to him 
that this symposium is directed. 


Paut O. ProeHL, 
Editor, Law Forum 


1 Patrerson, CASES AND MATERIALS ON THE Law oF INsuRANCE ix (1955). 
2United States v. South-Eastern Underwriters Assn., 322 U.S. 533, 64 Sup. Ct. 
1162 (1944). 
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MARKETING OF BUSINESS RISK 
INSURANCE 


BY A. NORMAN FREEMAN, 
HENRY A. THOMAS, 
AND RUSSELL F. STEPHENS, JR.* 


INTRODUCTION 


THE PHILOSOPHY of marketing business insurance has undergone con- 
siderable change in the past fifty years due to the development of business 
and industry. The modern businessman has come to depend upon insurance 
more than ever before. In considering the marketing aspects of insurance, 
it should be initially stated that the business philosophy of the individual 
purchaser will, to a large measure, be governed by the size, financial stability, 
and complexity of his operation. He is able to acquire through insurance 
tangible indemnification for loss to his property, protection against liability 
imposed upon him, and peace of mind and security in the knowledge that 
his income will continue in the event of a loss. Additionally, indirect bene- 
fits may be realized; for example, the increased availability of credit when 
a lendor has knowledge that a loan is secured by insurance. 

It is the aim of this paper to discuss generally the marketing of busi- 
ness risk insurance in order that a lawyer may have a better understand- 
ing of the problems involved. It is not our intent, however, to examine the 
peculiarities of different types of insurance coverages nor to compare one 
form of policy with another. 


HISTORY OF INSURANCE 


Before discussing the various aspects of marketing, it would be well to 
trace briefly the historical evolution of insurance markets in order to show 
their creation and development. Historically, insurance dates back to the 
early Babylonian civilization around 3000 B.C. With the growth of trade 
among the early civilized peoples came the prospect of loss due to the un- 
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certainties arising out of the transportation of goods. As a result, merchants 
developed schemes whereby all who participated in a certain movement of 
goods agreed to share the losses which might occur to any one member 
during the journey. It is also known that during this period, members of a 
community practiced the principles of communal assistance in one form 
or another whenever a catastrophe occurred. A forerunner of what we 
would consider a type of life insurance developed during the early Roman 
period. Individual citizens paid monthly dues to burial associations in order 
to assure themselves a fitting funeral. It can be said then, that early in the 
history of civilization thought was given to providing protection against 
calamity or catastrophe. 

With the coming of the dark ages, the practice of insurance principles 
appeared to decrease and lie dormant until the eleventh century when com- 
merce and trade again became important. In 1227 the early Christian Church 
by Papal Decree took the first steps in the regulation of insurance. It 
prohibited bottomry loans because it was said that such transactions inter- 
fered with the forces of nature. Despite this regulation, commercial needs 
forced the recognition of insurance contracts as an acceptable practice. 
However, to the present time, regulation in one form or another has con- 
tinued. 

In England the first recognition of insurance by the legislature took 
place in 1574. From that time, all insurance contracts were required to 
be officially registered and a special court was created for the purpose of 
hearing disputes arising therefrom. A little later, in 1696, the association 
known as Lloyd’s came into existence. It grew out of meetings between 
shipowners and merchants at Lloyd’s Coffee House in London. Ultimately, 
it became a practice for the shippers to spread among themselves the risk 
of loss on any one shipment of merchandise by assuming severally the re- 
sponsibility for such a loss. 

Prior to the eighteenth century, all insurance had been written by indi- 
viduals, private groups, or associations whose individual fortunes were the 
only guarantee that a loss would be paid. In 1720, George I gave a charter 
to the first insurance company in the United Kingdom. Fifteen years later, 
the first United States mutual company was formed at Charleston, North 
Carolina. Following this, small cooperative or mutual companies sprang up 
throughout the colonies, and in 1792 the first capital stock company in the 
United States was granted a charter. 

With the incorporation of a large number of insurance companies in 
the early nineteenth century, the legislatures began to enact general incor- 
poration statutes covering the several classes of insurers. These statutes pro- 
vided for the filing of application forms to do business in the state and for 
the maintenance of a specified amount of surplus as a safeguard to the 
assured. However, the first effective control arose several years later with 
the creation of state insurance departments, whose primary function was 
the control of the insurance companies doing business in the state. 
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During this period of the evolution of governmental control with re- 
spect to insurance, the Supreme Court of the United States rendered the 
Paul v. Virginia’ decision, which was handed down in the year 1869. The 
court held in this case that insurance companies were not citizens within the 
meaning of the privileges and immunities clause nor were they commerce 
within the concept of the commerce clause of the Constitution of the United 
States. Accordingly, until the middle of the twentieth century the courts 
followed the decision that the federal government could not encroach upon 
the states’ rights with respect to the regulation of insurance. 

In 1944, the United States Supreme Court handed down the now fa- 
mous decision in the South-Eastern Underwriters Association case.? In this 
case, the Court reversed approximately seventy-five years of precedent by 
overturning the earlier decisions and held that insurance does come within 
the meaning of the commerce clause of the Constitution. The immediate 
effect of this decision was to create considerable confusion in the insurance 
industry and to raise the possibility that not only the interstate commerce 
clause of the Constitution was involved, but also the Sherman Act, the 
Clayton Act, and the Federal Trade Commission Act. Congress promptly 
denied that it was the intent of the federal government to overthrow the 
long-established system of state supervision and accordingly passed on March 
9, 1945, “An act to express the intent of Congress with reference to the 
regulation of the business of insurance,” popularly known as Public Law 
15.3 Under this law a moratorium was granted to permit state regulation 
and taxation of insurance until January 1, 1948. This was later extended to 
July 1, 1948. After that date, federal law was to become applicable to the 
insurance business to the extent that it was not regulated by state law. The 
states took advanage of the moratorium and instructed their insurance com- 
missioners to comply with Public Law 15; as a result, the National Associa- 
tion of Insurance Commissioners, in concert with the insurance industry, 
devised the “All Industry Insurance Bill.” This bill was later introduced 
in the various state legislatures and ultimately became enacted into law in 
virtually an identical form in all states, with the result that no federal law 
has been passed to supersede the states’ rights with regard to the regula- 
tion of the insurance business. 

The immediate danger resulting from governmental control is the pos- 
sible rigidity of rules and regulations. The states, however, have not set up 
standards of operation to control minutely the insurance business, but in- 
stead have entrusted to the individual insurance commissioners the duty of 


1 Paul v. Virginia, 75 U.S. (8 Wall.) 168 (1868). 

2United States v. South-Eastern Underwriters Ass’n, 322 U.S. 533, 64 Sup. Ct. 
1162 (1944), rehearing denied, 323 U.S. 811, 65 Sup. Ct. 26 (1944). 

359 Srat. 33 (1945), 15 U.S.C. §§ 1011-15 (1952), as amended, 61 Stat. 448 (1947), 
15 U.S.C. §§ 1012-13 (1952). 
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determining the extent to which the business should be regulated within 
the framework of the statutes.* It is readily apparent that in administering 
this concept, the philosophy of the individual insurance commissioner is 
of great importance. 


CRITERIA IN THE SELECTION OF AN INSURER 


There is nothing inherent in any one type of insurer that automatically 
makes it superior to all others. Competition has over the years reduced the 
sharp variations which early occurred in the insurance business. In ad- 
dition, governmental supervision has restricted the adoption of policies and 
rates to meet the specific needs of each individual assured. However, the 
insurer may, to a certain extent, adjust and organize coverages to satisfy 
the needs of the buyer. The following criteria are not necessarily all- 
inclusive, but they highlight important points which should be considered 
with regard to the selection of an insurer. 

Probably the most important factor to be considered in selecting an 
insurer is the ability of the insurance company to fulfill its contract in the 
event of a loss. This ability to perform is largely a matter of financial sta- 
bility, which includes the conservation of sufficient assets, the maintenance 
and handling of income, and the control of expenses. 

Another important aspect to be considered in selecting an insurance 
carrier relates to the type of contract the carrier is prepared to write. Today, 
insurance contracts are more or less uniform because they have been de- 
signed to meet the needs of a broad category of the insuring public. Never- 
theless, there is some latitude in the law allowing insurance companies to 
amend contracts to meet particular needs or situations. The willingness of 
an insurance company to give special consideration to a specific situation 
should be evaluated by the buyer. 

Hand-in-hand with contracts, service is an important element to be 
considered in selecting an insurance carrier. The service requirement of the 
individual assured will be based upon the magnitude and complexity of 
the risk. The quality of service rendered is dependent upon the capability 
of service personnel, willingness to render the services required, and the 
availability of service. 

Finally, cost is an important factor in purchasing insurance. Price 
will vary within the framework of the rating structure in accordance with 
an underwriter’s appraisal of the risk he is undertaking, the efficiency of the 
underwriting organization, and the stability of the insurer. While it is im- 
portant for the premium to be reasonable, it is nevertheless necessary that 
the premium be adequate in order for the risk to be attractive to a carrier. 


4Iui. Rev. Stat. c. 73, § 1013 (1957), provides in part that the Director of Insurance 
is charged with the rights, powers, and duties appertaining to the enforcement and exe- 
cution of all the insurance laws of this state. 
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At the same time, of course, it must not be excessive, so that an unwarranted 
profit is made by the carrier. 

Keeping in mind the needs of the individual buyer and the govern- 
mental regulation of insurance, the next step in considering marketing is 
a discussion of the types of insurance companies. 


INSURANCE ORGANIZATIONS 


Mutual Companies 


Mutual insurance companies were first organized as cooperative enter- 
prises, the members being both insurers and assureds. Through the payment 
of premiums and assessments, a fund was created to pay all losses and ex- 
penses, and profits were divided among the members in proportion to their 
interests. 

Under the state’s power to regulate insurance, the Illinois legislature 
has enacted article III of the Insurance Code which controls all domestic 
mutual companies organized to transact any class of insurance within the 
state.5 In order to receive a certificate of authority to transact business 
in the state, a company must meet certain requirements with respect to 
the deposit of an original surplus,® varying with the class of insurance the 
company wishes to write, and must file certain forms, an application for 
accreditability, and two organizational bonds.” In addition, the Code spe- 
cifically requires that the by-laws of the company provide that each policy- 
holder become a member of the company.® However, the member’s voice 
in the management of a mutual company is limited to his right to attend 
membership meetings and vote at the election of directors or trustees. The 
actual management of a mutual company is performed by its officers. 

The courts have held that in becoming a member of a mutual company, 
the policyholder implicitly consents that the company shall be represented 
by such officers and agents as are reasonably necessary and that they shall 
possess the power to perform the duties ordinarily performed by such off- 
cers and agents.® Membership in any mutual company is limited to the 
period that the assured is a policyholder of such company. When member- 
ship has lapsed, the policyholder ceases to have any interest in the assets or 
any contingent liability for acts of the company.?° 

The distribution of surplus funds in the form of dividends, after statu- 
tory requirements with respect to surplus deposits are met, is not controlled 


51d. §§ 648-72. 

6 Id. § 655. 

TId. § 657. 

81d. § 654. 

® Protection Life Ins. Co. v. Foote, 79 Ill. 361 (1875). 


10Lubin v. Equitable Life Assurance Soc’y, 326 Ill. App. 358, 61 N.E.2d 753 (1st 
Dist. 1945). 
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by statute. The court’s interpretation of the word “may” in the statute 
which provides that a mutual company “may” declare and pay dividends, 
is not to be construed as “shall,” but the declaration of dividends in a mutual 
company is to be determined by the board of directors or trustees.'1 That 
which remains of the total surplus in any year after the divisible surplus 
has been determined and set apart for the payment of dividends consti- 
tutes what is variously referred to as the contingency reserve or safety fund. 
The purpose of a contingency reserve fund is to protect policyholders 
against an extraordinary hazard such as a major epidemic or a catastrophe 
loss. This fund is not divisible upon the withdrawal of any member.!” 

During the early stage of the development of mutual insurance com- 
panies, the state director of insurance had the authority, by statute, to re- 
quire the board of directors to levy an assessment if he found that the ad- 
mitted assets of a company were less than the aggregate of the company’s 
liabilities and the required minimum surplus. The assessment was levied 
against each member in accordance with the terms of his policy. However, 
mutual insurance companies in most states are now permitted to write non- 
assessable policies. In the State of Illinois, as long as the minimum surplus 
is maintained, a company is permitted to issue non-assessable policies and 
once issued such a policy can never become assessable.1* 

The principal advantage of a mutual company lies in the net cost of 
obtaining the insurance required. This cost is frequently less than the cost 
for comparable insurance purchased through a stock company because the 
policyholder, as a member of the corporation, is entitled to his share of the 
dividends issued by the company. 


Reciprocal Companies 


About the same time mutual companies were getting their start in the 
United States, a variation, using a similar principle but with essential dis- 
tinctions, was developed. This variation became known as the reciprocal or 
inter-insurance exchange. A reciprocal is comprised of a group or associa- 
tion of persons, firms, or corporations who cooperate through an attorney- 
in-fact for the purpose of exchanging indemnity among themselves.!* In 
reality each member becomes a partner in the insurance business, assuming 
his proportionate share of the risks underwritten by the organization. A 
reciprocal is, therefore, something quite apart from a mutual company in 
that subscribers to such a system become both insurer and assured, thus 
ignoring the fundamental precepts of regularly incorporated companies. 

At common law, it was held that a reciprocal, which is an unincor- 


11 Rothschild v. New York Life Ins. Co., 97 Ill. App. 547 (1st Dist. 1901). 

12Lubin v. Equitable Life Assurance Soc’y, supra note 10. 

13 Tit. Rev. Stat. c. 73, § 672 (1957). 

14W. R. Roach & Co. v. Harding, 348 Ill. 454, 181 N.E. 331 (1932); Mosteiko v. 
National Inter Insurers Corp., 229 Ill. App. 153 (3d Dist. 1923). 
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porated organization, could not sue or be sued in its own name. However, 
the Illinois Insurance Code requires a reciprocal to comply with certain 
organizational and procedural requirements in order to become authorized 
to carry on the classes of business in the state.1® 

It has been determined by the Illinois courts that such a group is at 
least an association, which conducts its business affairs through an attorney- 
in-fact clothed with varying powers based on the contracts entered into 
by the subscribers and who receives his remuneration from the deposits 
collected. He is generally given the necessary authority to inspect and pass 
on all risks submitted for insurance, establish rates and premiums, adjust 
losses, and keep the necessary books and records of the association. He is 
in charge of the operating fund which consists of premiums paid and is 
also responsible for compliance with all statutory regulations concerning 
the organization and function of the exchange. The attorney-in-fact is not, 
however, a party to any suit but is merely an instrument by which service 
of process can be had against all the members of the reciprocal regardless 
of their place of residence.1® 

The degree to which the subscriber assumes liability is based on the 
contract which he makes with the exchange; however, each member acts 
for himself, and liability of each is several and not joint. This contract is 
binding not only on the members themselves, but also upon third parties.!7 
However, by statute in Illinois, if the surplus of the reciprocal is below the 
minimum capital and surplus required for a stock company transacting the 
same kind of business, any contract of insurance must provide for a con- 
tingent several liability on the part of the subscriber in an amount not less 
than one, nor more than ten, times the amount of cash premium deposited.'® 
If the surplus of the exchange falls below the statutory requirements, the 
subscribers have the option of making up the deficiency or going out of 
business.® 

The principal advantage of a reciprocal is the net cost at which it is 
able to conduct its business. In many instances, the premiums charged 
by a reciprocal are less than that charged by other types of insurance car- 
riers. This cost advantage arises because the members of a reciprocal gen- 
erally engage in one type of business activity, and through such specializa- 
tion and superior knowledge of the risk, it is possible to achieve a better 
over-all loss experience which is reflected in lower costs. 


Stock Companies 


In the development of insurance markets, the stock insurance com- 


15 Trp. Rev. Stat. c. 73, §§ 673-97 (1957). 

16 Jd. § 679. 

17 Wysong v. Automobile Underwriters, Inc., 204 Ind. 493, 184 N.E. 783 (1933). 
18 Trt, Rev. Stat. c. 73, § 687 (1957). 

19 Id. § 695. 
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panies, while organized later than the mutual or reciprocal type of com- 
pany, have nonetheless grown to a position of prominence in the insurance 
field today. The premiums written, as well as the volume of business done 
by this class of company exceeds by a number of times the comparable pre- 
miums written by all other types of. companies. 

Basically, a stock insurance company is a corporation owned by stock- 
holders who have an interest in its assets and who exercise control over 
the company through a board of directors. The primary purpose of the 
stockholder is to share in the profits which it is anticipated the company 
will earn. By buying stock the shareholders have made an investment in 
a company engaged in the business of writing insurance risks for profit. 
The board of directors is, however, as in other types of stock companies, 
the sole judge of the amount which is to be paid to stockholders as divi- 
dends. Generally, a stockholder cannot compel a dividend distribution. 

The rights of a stockholder of an insurance company are the same as 
those of a shareholder in any corporation.”° For instance, a stockholder is 
entitled to attend stockholders’ meetings, vote for directors, and inspect 
the corporate books. The liability of a stockholder is also comparable to 
that of any corporate shareholder. He is not liable with respect to the im- 
mediate operations of the company nor is he liable to a policyholder or 
to other creditors. However, statute provides that if the admitted assets 
of the company fall below statutory requirements, upon notice from the 
director of insurance directors of a stock company may call upon the 
stockholders to make up the deficit. If the impairment is not made good, 
the Director shall then proceed against the company for the purpose of 
dissolving the business.?1 

In the State of Illinois, the stock insurance company exists by virtue 
of article II of the Insurance Code which dictates explicitly the organiza- 
tion, control, and financing of such a company.”? In addition to the gen- 
eral corporate powers possessed as a result of statute, there are certain rules 
regulating the purchase of the company’s own stock ?8 and restrictions as 
regards the payment of dividends to the stockholders.”4 

The principal advantage of the stock insurance companies as a market 
lies in their ability to accept risks involving large exposures. This ability 
stems primarily from the magnitude of the stock insurance companies as 
represented by their invested capital and surplus. They arrange insurance 
with a total premium volume of approximately three-to-one over all other 
markets or groups of markets. Also, the stock insurance companies are 


20 Doggett v. North American Life Ins. Co., 396 Ill. 354, 71 N.E.2d 686 (1947). 
21 Tuy. Rev. Stat. c. 73, § 646 (1957). 

22 Id. §§ 618-47. 

33 Id. § 640. 
% Id. § 639. 
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generally able to offer greater facilities for the servicing of risks by reason 
of their agency system. These advantages permit stock companies to assume 
larger proportions of a risk, more unusual risks, and risks which smaller 
markets necessarily must decline. 


Lloyds 


There are various insurance organizations known as Lloyds. These are 
defined as unincorporated associations composed of groups of individuals 
who by means of an authorized agent bind themselves severally to indem- 
nify a third person against loss or liability.?5 

Since Lloyds associations are unincorporated, there was early in this 
century some question whether they could be bound by the insurance laws 
of a state enacted to control insurance transactions of corporations. In 
Illinois, all individuals or aggregations of individuals transacting an insurance 
business in the state under a Lloyds type organization are required by statute 
to abide by article V of the Insurance Code.?* Prior to accepting insurance 
risks in Illinois, a Lloyds association must follow a specific procedure of 
submitting certain documents to the Director of Insurance, approval of 
which results in the issuance of a permit to the attorney-in-fact authorizing 
him to solicit deposits of the participating underwriters and to complete 
the organization of the association. Once the required assets have been de- 
posited in trust, the Director, upon notification and approval, issues a cer- 
tificate of authority to the association giving it permission to transact the 
kinds of business so approved. 

The Illinois Insurance Code restricts the amount of insurance applicable 
to any one risk that can be assumed by the individual underwriter to ten 
per cent of the amount of assets that he has with the association.27 The 
Code also provides that a Lloyds association transacting business in the 
state must execute an instrument appointing the Director of Insurance as 
agent of the association for service of process.?8 

The worldwide underwriting organization known as Lloyd’s of Lon- 
don is the principal Lloyds association doing business in the United States. 
The Underwriters at Lloyd’s have been licensed to write certain classes of 
business in the states of Illinois and Kentucky in a manner similar to do- 
mestic companies. They are not licensed to write business on an admitted 
basis in any of the other states, although various of these states permit in- 
surance to be placed with Lloyd’s on what is termed a surplus-line basis. 
By this is meant that if no other market is prepared to accept the business, 


25 Lowell v. People, 229 Ill. 227, 82 N.E. 226 (1907). 
26 Itt. Rev. Stat. c. 73, §§ 698-719 (1957). 

37 Id. § 710. 

38 Jd. § 717. 














INSURANCE OF BUSINESS RISKS [Vov. 1957 





550 


Lloyd’s is permitted to assume the risk rather than deny the assured the 
right to protection. 

The business originating in the United States which is placed with the 
Underwriters at Lloyd’s, London, can be divided into two classes, i.e., direct 
business and reinsurance. Historically, the reinsurance business has been 
predominant; however, direct business is assuming a greater importance 
because the Underwriters at Lloyd’s have been willing to make themselves 
available as a direct market for difficult or unusual risks. 

The principal advantage offered by the market represented by the 
Underwriters at Lloyd’s, London, stems from the flexibility and adaptability 
of their thinking with respect to specific insurance problems. The Under- 
writers are not bound by rules and regulations to the same degree as are 
the American underwriters. This receptiveness of attitude, coupled with 
the ability to undertake large exposures, has resulted in Lloyd’s being offered 
both select business and business which is difficult to place. The primary 


problem arising in connection with the use of the Underwriters at Lloyd’s 
as a market is legality, when considered in the light of the insurance laws 


of the various states. This condition, however, does not apply in the same 
degree to the activities of Lloyd’s in Illinois and Kentucky. 


Self-Insurance 


Our discussion has touched upon the various types of full coverage 
markets available, but any discussion to be complete must acknowledge 
the possibility of self-insurance, with this term used in a true sense. Self- 
insurance contemplates an actuarial approach to insurance and the estab- 
lishment of a self-administered fund segregated from other assets; non- 
insurance is the assumption of risk, with losses paid as expenses. 

Large corporations for many years have self-insured their workmen’s 
compensation risks and, to a lesser extent, their automobile and fire risks. 
The statutes of the State of Illinois prescribe the requirements under which 
an employer may self-insure his workmen’s compensation exposure.” Also, 
the statutes specify requirements for the operator of a fleet of aircraft ®° 
or a motor carrier *! who wishes to become a self-insurer. 

There are a number of instances where large organizations self-insure 
their several exposures entirely, or alternatively purchase excess coverage 
over a large retention. To be fundamentally sound, such a plan must con- 
template a wide spread of risk so that the law of large numbers and the 
principle of dispersion of risk will apply. In addition, the self-insurer must 
be in a position to service the risk or to obtain the assistance of a service 
organization in claims adjustment, safety engineering, and fire protection. 


29 Id. c. 48, § 172.39. 
807d. c. 15%, § 22.421. 
311d... 95%, § 282.17. 
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The foremost advantage of self-insurance is cost. There are, however, 
.a number of disadvantages, one being the possibility of a catastrophic loss 
and the effect that it would play upon income and capital structure of 
the self-insurer. Taxation is also an important consideration, for frequently 
a buyer of full coverage has advantages in the event of a total loss which are 
not available to a self-insurer.*? 

In order properly to undertake a self-insurance program, it is recom- 
mended that the person responsible for making the decision investigate care- 
fully all the disadvantages as well as the apparent advantages. A close 
scrutiny frequently shows that the disadvantages far outweigh the ad- 
vantages, 


MEANS OF PLACING A RISK 


Having surveyed the various types of insurance organizations, it is now 
necessary, in order to further broaden the concept of marketing, to con- 
sider briefly the persons through whom insurance is placed. The potential 
assured has two alternatives for the placing of a marketable risk. First, 
he may do so through an agent of an insurance company. For our purposes, 
the term “agent” includes an employee of a direct-writer company as well 
as a representative employed under an agency contract. Second, he may 
go to a broker who will act as his agent in seeking the most advantageous 
market for the risk. The choice depends upon various considerations which 
must be weighed and balanced before any market is actually approached. 

The buyer must consider his knowledge of insurance, the service that 
he will require, and the various aspects of the marketability of his risk. He 
must also visualize what is to be accomplished from an insurance stand- 
point. The less familiar the buyer is with his insurance needs, the more 
important it is that he deal with a reputable broker or agent who has the 
background and experience to give him competent advice in arranging his 
insurance. Let us, then, look at the legal aspects and the commercial ad- 
vantages and disadvantages of doing business with the agent and with the 
broker. 


Agent 


An agent for an insurance company is a person who is expressly or im- 
pliedly authorized to represent a company in dealing with third persons in 
matters concerning insurance.®? The types of agencies can be classified into 
various categories: general, special, soliciting, adjusting, recording, issuing, 
and collecting. 

The general agent has the implied power to do whatever is necessary 


8268A Star. 303, 325 (1954), 26 U.S.C. §§ 1033, 1231 (Supp. IV 1957). 
$3 Inr, Rev. Stat. c. 73, § 1065.37 (1957). 
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and proper in carrying into effect the purpose and scope of the agency and 
to transact all or a portion of the company’s business in the usual and cus- 
tomary manner.** This authority impowers the agent to act without special 
limitations. Restrictions as to locality or territory are not considered limita- 
tions upon the agent’s power.*® 

A special agent is one who is limited to special activities expressly con- 
ferred upon him by the company. Solicitors are special agents who have 
authority only to take orders, fill out applications, and at times accept the 
initial premium.** Upon completion of this, they are functus officio. Ap- 
proval of the risk and issuance and changes in the policies must come from 
the home office. A soliciting agent cannot bind the company by making 
contracts of insurance unless it is within his apparent scope of authority. 
He may, however, bind the company by representations and agreements 
made in connection with the application for insurance. Adjusters are special 
agents who are authorized to investigate, report on, and negotiate for the 
settlement of losses. They lack the power to bind the insurer to pay any 
sum agreed upon unless it appears from the facts that their scope of au- 
thority has been so extended.’? Medical examiners are special agents with 
the power to act within their apparent vested authority, including the filling 
out of examination blanks, and to this extent the medical examiner binds 
the company by his answers.’8 Recording, issuing, and collecting agents 
are special agents who have the authority of clerks to act in a ministerial 
capacity.® Persons in these categories working for the general agent are 
considered subagents, 

If the agent is employed by the company itself in the solicitation of 
business, he is an employee of a direct-writer company. The employee is 
bound by the general principles of a master-servant relationship.4° His au- 
thority is limited to the actual acceptance of business on behalf of the com- 


34 Stuyvesant Ins. Co. v. Ayers Nat’l Bank, 268 Ill. App. 395 (3d Dist. 1932); Roark 
v. National Fire Ins. Co., 256 Ill. App. 1 (3d Dist. 1930). 

35 Roark v. National Fire Ins. Co., supra note 34. 

36 Sommerio v. Prudential Ins. Co., 289 Ill. App. 520, 7 N.E.2d 631 (1st Dist. 1937); 
Rozgis v. Missouri State Life Ins. Co., 271 Ill. App. 155 (3d Dist. 1933). 

37 Smaldone v. Insurance Co., 162 N.Y. 580, 57 N.E. 168 (1900). 

38 Royal Neighbors v. Boman, 177 Ill. 27, 52 N.E. 264 (1898). 

8° Lauhoff v. Automobile Ins. Co., 56 F. Supp. 493 (E.D. Ill. 1944). 

40 The master and servant relationship is most commonly represented by that of 
principal and agent. Both relate to employment and express the idea of service, and 
both agents and servants are workers for another under an express or implied agree- 
ment. A master is a species of principal, and a servant a species of agent; “master” 
and “servant” are not, however, wholly synonymous with the terms “principal” and 
“agent.” An agent is not only employed by the principal, but represents him as well, 
and an agency contemplates contractual liability on the part of the principal arising 
from the acts of the agent, whereas the servant merely acts for the principal, usually 
according to his direction without discretion. 35 Am. Jur., Master and Servant § 4 
(1941). 
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pany, and he binds the company only insofar as he acts within the bounds 
of his authority. 

An agent, as the term is used in the broad sense, may transact all the 
business of the insurance company within the scope of his real or apparent 
authority as expressly or impliedly conferred on him by the company.*! 
Any limitations of this authority must have been brought to the attention 
of the buyer or the assured before it can be claimed that the agent is acting 
beyond his authority, notwithstanding the fact that there is a provision to 
the contrary in the application for insurance.4? This rule applies even when 
there are secret reservations ** or where there is a fraudulent breach of 
trust #* on the part of the agent. The burden of proof of the agency is, 
however, on the one who asserts its existence.*® 

An agent has a duty to act in good faith in the interest of the company, 
to confine his acts to the scope of his actual authority, to obey his principal’s 
instructions, and to use due care in the transaction of the business entrusted 
to him. He is personally liable for losses resulting through departure from 
these duties, e.g., the failure to order a policy, the failure to collect pre- 
miums, the unauthorized issuance of policies, or the failure to cancel a policy 
as directed by the company.*® The general rules for the termination of an 
agency relationship are applicable in insurance. An agency relationship, 
however, is presumed to continue until the assured or other parties of in- 
terest have been notified by the company.‘ Upon the termination of the 
agency relationship, a former agent, unless restricted by contract, may use 
any legitimate means to procure a transfer of insurance to a new com- 
pany.*8 

An agent is usually a resident of the area which he services and is more 
or less familiar with the needs of the individual buyer. However, he repre- 
sents only those insurance companies with whom he has an agency con- 
tract. In many instances, as a result of his contract with the company, he 
is able to bind insurance without delay or verification from the home office. 
This advantage may more than compensate for the limited number of com- 
panies available to him. 


41 Lauhoff v. Automobile Ins. Co., supra note 39; Sommerio v. Prudential Ins. Co., 
supra note 36. 

42 Roy Iverson Co. v. United States Lloyd’s, Inc., 251 Ill. App. 150 (1st Dist. 1929). 

43 Lauhoff v. Automobile Ins. Co., supra note 39. 

44 Rensselaer v. Mid-States Ins. Co., 334 Ill. App. 389, 79 N.E.2d 530 (1st Dist. 
1948). 

45 Sommerio v. Prudential Ins. Co., 289 Ill. App. 520, 7 N.E.2d 631 (1st Dist. 1937). 

46 Johnston v. Otta, 340 Ill. App. 270, 91 N.E.2d 468 (2d Dist. 1950); Foley v. 
Wolfle, Steffelin & Co., 232 Ill. App. 333 (1st Dist. 1924); Germania Fire Ins. Co. v. 
Harraden, 90 Ill. App. 250 (1st Dist. 1899); Metropolitan Life Ins. Co. v. Long, 65 Ill. 
App. 295 (4th Dist. 1896). 

47 Clark v. National Union Fire Ins. Co., 159 Ill. App. 256 (3d Dist. 1910). 

48 American Ins. Co. v. France, 111 Ill. App. 382 (3d Dist. 1903). 











INSURANCE OF BUSINESS RISKS [Vor. 1957 





Broker 


An insurance broker is one who solicits insurance from the public and 
who negotiates on behalf of the buyer, being employed by no one insurance 
company. Having secured an order, the broker places the insurance with 
a company selected by the assured or, in the absence of such selection, the 
broker has the authority to place the business with a company selected by 
himself. As a result, the acts of the broker are imputed to the assured, 
making the former primarily an agent for the assured rather than for an in- 
surance company. The broker’s liability is based upon the rules of agency. 
He has a duty to use reasonable care, skill, and judgment in effecting a valid 
contract of insurance with a solvent company authorized to transact business 
in the state, and he is liable to his client for failure to discharge this duty.®° 
The knowledge of the broker, however, cannot be imputed to the com- 
pany.®! Whether a person is acting as an agent for the assured or the in- 
surer is a question of fact based not upon his title but upon what he does.®? 
This depends upon who employs the agent or broker, who controls him, 
and whose interest he represents. Occasionally, a broker is empowered to 
deliver policies and to collect premiums. To this extent, he is a special agent 
for the insurer.®* In some circumstances, a broker may be an agent for 
both the assured and the insurer if disclosure to both parties has been made.®4 

The licensing and regulation of agents and brokers in Illinois is set 
forth in article XXXI of the Insurance Code.™ An agent, broker, or solicitor 
cannot act in his capacity without first procuring a license from the Direc- 
tor of Insurance. He must file an application, meet certain requirements, 
pay a fee, and pass an examination, except as respects a solicitor, before 
a license is issued.5* After issuance, he is permitted to engage in solicitation 
of insurance in Illinois as long as he does not breach any of the rules, breach 
of which is grounds for revocation of the license.®’ If there is a breach and 
a revocation, the agent or broker is not permitted to engage in the insurance 
business for two years, whereupon he may reapply.®® 

If the buyer has a risk which involves unusual insurance problems, or 


49 Ini. Rev. Stat. c. 73, § 1065.37 (1957); Chicago v. Barnett, 404 Ill. 136, 88 N.E.2d 
477 (1949). 

50 van L. Reed Manufacturing Co. v. Wurts, 187 Ill. App. 378 (1st Dist. 1914). 

51 Ladone v. National Cas. Co., 279 Ill. App. 258 (1st Dist. 1935). 


52France v. Citizens Cas. Co., 400 Ill. 55, 79 N.E.2d 28 (1948); Moone v. Com- 
mercial Cas. Ins. Co., 350 Ill. App. 328, 112 N.E.2d 626 (1st Dist. 1953); Midwest Transfer 
Co. v. Preferred Acc. Ins. Co., 342 Ill. App. 231, 96 N.E.2d 228 (1st Dist. 1951). 


58 Fast St. Louis v. Brenner, 59 Ill. App. 604 (4th Dist. 1895). 
54 Chicago v. Barnett, supra note 49. 

55Tri, Rev. Stat. c. 73, §§ 1065.36-1065.59 (1957). 

56 7d. §§ 1065.41, 1065.43, 1065.48. 

57 Id. § 1065.49. 

58 Id. § 1065.50. 
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if he is unfamiliar with the marketing of insurance, it is to his advantage 
to act through a broker who has access to a wide variety of markets. A 
competent broker is able to study the insurance needs of a business firm 
and as a result can develop an over-all coverage which will be most ad- 
vantageous to the buyer. 

In addition, a broker, as an agent for the assured, has a continuing re- 
sponsibility. He is responsible for servicing the account, seeing that cover- 
age is kept up to date, that policies are renewed on expiration, and that any 
changes which are necessary be made. As a rule, a broker assists the buyer 
in the reporting of losses as well as aiding in collections therefor. A broker 
acts as an expert advisor to his client regarding all changes in the field of 
insurance which should be brought to the latter’s attention. A broker, then, 
occupies a position of confidence and reliance with respect to his client. 


SPECIAL PROBLEMS IN INSURANCE 


The marketing of business insurance of necessity presents special prob- 
lems. The number and complexity of the problems involved varies with 
the individual exposures, and it would be well to consider a few of the 
problems which will be encountered in the marketing of large or unusual 
risks, 


Proration of Large Risks 


The capacity of the American insurance market today is sufficient to 
handle any large concentration of property or large third-party liability 
exposure. However, in certain situations when a large risk involving un- 
usual hazards is presented, the problem of capacity arises because under- 
writing judgment often limits the amount of any one risk that an insur- 
ance company is willing to accept. The reasons for such limitations are 
obvious. 

Insurance companies have developed a number of methods to overcome 
this difficulty, the most prominent being that of reinsurance. This method 
involves the spreading of risk among other underwriters, so that no one 
company assumes a liability disproportionate to its financial ability to ab- 
sorb a loss. It is achieved by the assumption of risk, in part, by under- 
writers engaged exclusively in reinsuring primary risks. They will accept 
liability in excess of the limits retained by the primary underwriter. 

Another prominent alternative for spreading large risks is by way of 
participation. Under this method, a number of insurance companies each 
assume a portion of an exposure and issue their own individual policies, the 
sum total of which equals the total liability at risk. 

A third alternative for handling the problem of proration is through 
the use of subscription policies. This method is not, however, used as often 
in the United States as it is in Canada and in other countries. An exception 
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to the foregoing is represented by co-surety participation in connection 
with large surety bonds. In situations such as this, one bond is executed, 
and each company then affixes its signature for its proportionate part of the 
sum total of the surety undertaken. 

The problem of proration of risk is not too important to the small 
business, but to the large or more unusual risk, the insurance carrier ap- 
proached and the broker or agent who is requested to act on his behalf 
should be considered carefully. Many times the lead company is extremely 
important, as other companies tend to be guided in their willingness to 
follow and to gauge their participation by the prominence of the lead 
carrier and the amount of exposure it is willing to assume. This is particu- 
larly true if there is a surplus line problem, where additional capacity is 
to be sought in the London market. In this instance, the reputation as well 
as the size of the participating American carrier may aid in completing the 
London participation. 


Surplus Line Insurance 


In the last ten to fifteen years there has developed a very important 
insurance market, termed the surplus line market. The original surplus 
market, which was almost exclusively afforded by the Underwriters at 
Lloyd’s, today has been broadened to include English companies and sev- 
eral prominent American insurers. The volume written by this class of 
insurance carrier, although relatively small at first, has developed into a 
significant amount. 

The purpose of this market is to afford a buyer the opportunity of se- 
curing protection with respect to a property or a liability exposure when 
the admitted or licensed companies are not prepared to offer the protection 
needed because the coverage required is too extensive or unusual. The 
insurance departments of the various states have indicated that it is not 
their intention to deny an assured coverage simply because the admitted 
insurance companies are not prepared to assume the risk. 

It must be understood, however, that surplus line insurance companies 
do not make statutory deposits with the Department of Insurance as do 
the admitted companies, nor are such companies subject to the same con- 
trols. Surplus line companies do not make filings in connection with rates 
and forms, although they generally follow the filed forms. Their rates, how- 
ever, are usually in excess of the published rates used by the admitted com- 
panies because of the unusual nature of an exposure requiring surplus line 
coverage. 

When such business is arranged in the State of Illinois, it must be placed 
through a surplus line broker who is licensed by the Department of Insur- 
ance and who makes a monthly report to the Director of Insurance of the 
business arranged by him.5® When making this report the broker must 


59 Td. § 1057. 
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also submit an explanation as to why this business is placed outside of the 
admitted market with the surplus line insurer. 

The buyer of such insurance should keep in mind that there are no 
deposits in the State of Illinois with respect to surplus line insurance, and 
accordingly, the buyer’s ability to collect losses will depend upon the sta- 
bility and the reputation of the insurance carrier. In many cases, the surplus 
line insurance broker is the party who will ultimately effect settlements 
of loss by reason of the agency arrangements that he has made with the 
insurance company. While the broker is not responsible personally for the 
payment of loss, nonetheless, he can be of immeasurable help in effecting 
collection of losses. 

Where it is necessary to place business of an unusual or marginal nature 
which the conventional market is not prepared to accept under the pub- 
lished rules and rates, the surplus line market should be examined care- 
fully as well as the broker who is to be asked to place the business. 


Wholesale Coverage 


Many times buyers have been of the opinion that there should be some 
means of providing insurance on a wholesale basis. Years ago, this was 
possible by combining certain related individuals into a single insuring 
group. For example, all the employees of a large company could arrange 
their personal automobile insurance under one policy and obtain a whole- 
sale rate. This was known in underwriting circles as a “fictitious” auto- 
mobile fleet. There were similar arrangements for other types of insurance. 

The resulting evils of this practice, however, caused the insurance laws 
of the various states to be changed so that this type of insuring arrange- 
ment is now prohibited. It is today possible to insure on a wholesale basis 
only those risks coming within the control and ownership of one legal 
entity. This, of course, would permit insurance by a holding corporation 
of all its individual entities if there is sufficient ownership. 

There are exceptions, if they can be so termed, relating to group cover- 
ages, such as accident and health insurance, group life insurance, hospital- 
ization insurance, or other similar types of insurance carried by corpora- 
tions on behalf of their employees. This particular type of coverage is 
written by companies specializing in group insurance, but because of the 
complexities and peculiarities of the problems involved, we shall not discuss 
them in this paper. 


MODERN APPROACH TO INSURANCE PROBLEMS 


The purpose of a business insurance program is to protect capital in- 
vestment against loss and to guarantee continued income from business 
operations despite loss of property or life. Complete insurance protection 
cannot be obtained simply by purchasing a set of standard policies because, 
regardless of size, each assured has certain requirements unique to his opera- 
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tion. Adequate coverage of a risk can only result from a detailed study of 
the exposure. 

An insurance program should be logical. Its logic should be based upon 
the principles of insurance planning as they relate to the degree of exposure, 
cost, and financial strength of the assured. Insurance should be purchased 
to cover all exposures where: (1) the cost of a catastrophe loss cannot 
easily be paid from current earnings without seriously impairing the assets 
or net income of the assured; (2) there exists an exposure in which the 
probable maximum loss would not be compensated for in a reasonable 
number of years by the savings effected through the discontinuing of in- 
surance; and (3) risks are involved which require engineering or claims 
services better or more cheaply provided by an insurance company. 

In applying these principles, the relative size of the company to be 
insured and the estimates of loss which have been made by competent out- 
side personnel experienced in similar types of risk must be kept in mind. 
In addition, it is necessary to know the risk involved. This knowledge can 
best be secured through an independent study which can be obtained from 
a reputable broker or outside analyst, assuming that they have had experi- 
ence with this type of study and have the qualified personnel required to 
make such a study. 

A research operation begins with extensive field work by a team made 
up of three engineers—safety, fire protection, and boiler—together with an 
experienced insurance analyst. All important locations are visited in order 
to acquire a representative picture of the risk. During such a field survey 
the engineers seek to discover and evaluate all significant exposures and to 
evaluate fire and accident prevention programs. Also, conferences with staff 
members often provide valuable insights, particularly into loss control prob- 
lems. 

Having completed the field work, the information gathered is as- 
sembled and evaluated. This evaluation is done by the analyst in collabora- 
tion with the engineers and underwriters familiar with the risk involved. 
At this time, the practical and theoretical maximum loss estimates are made, 
consideration is given to the particular types of exposures and the loss con- 
trol program, and a determination is made concerning the adequacy of 
coverage and limits, and the need for special coverages. 

Having evaluated the extent of the exposure, coverages must be de- 
veloped which are consistent with the financial and operating capabilities 
of the assured. The formulation of these coverages begins with an analysis 
of the assured’s balance sheet and income account. Working capital is a 
major consideration in determining a company’s ability to self-assume or 
partially self-insure a risk. For some companies, full coverage is indicated; 
for others, it is a question of degree. 

All of the alternative approaches to the insurance problems raised by 
the survey are considered systematically within the framework of the com- 
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pany. The end product is a consistent, integrated insurance program which 
is practical from an administrative standpoint and develops a minimum of 
cost over a period of years. 


TOMORROW’S INSURANCE MARKET 


In conclusion, it might be well to attempt a look into the future to see 
what may be in store by way of advancement and development. 

The concept of multiple line underwriting is becoming increasingly 
important, with the result that coverages are being combined and policy 
conditions are being simplified in order to broaden protection. This de- 
velopment will ultimately reduce, if not entirely eliminate, the present day 
concept of departmentalization where each class of insurance is made to 
stand alone from a cost point of view. We believe that in the near future, 
buyers can anticipate receiving perhaps two policies, one insuring against 
loss or damage to property, including loss of income, and the other insur- 
ing against third-party liability losses. Ultimately, both types of contracts 
will be combined within one single policy with the exclusions reduced 
and clearly set forth so that an assured will then know that he is insured 
against all types of perils, except those specifically excluded. This type of 
marketing has been achieved in some small degree today. 

In order to accomplish the simplification and consolidation mentioned 
above, a reduction in the number of insurance companies through consoli- 
dations and mergers may be expected. The large fleets of insurance com- 
panies which exist today will eliminate many of their subsidiary or affiliated 
corporations, combining all into one or two companies, thus simplifying 
their corporate structure. Smaller companies, in order to compete, will 
probably expand their facilities until they become multiple line underwriters, 
or otherwise they will consolidate with other small specialty companies so 
that they can provide the same multiple line facilities as the larger com- 
panies. 

While consolidation and merger take place, insurance companies will 
improve their technological processes to take advantage of work simplifica- 
tion and mechanization being made available today through technological 
improvements in office machines and computation devices. 

Modernization and simplification of the insurance industry should tend 
to reduce the cost to the purchaser and permit a better understanding of in- 
surance by the general public. 














INSURANCE OF WAREHOUSING AND 
OTHER BAILMENT RISKS 


BY CLARENCE R. CONKLIN * 


THE HANDLING OF GOODS, wares, and merchandise by warehouse- 
men and other bailees dates back into antiquity and has flourished as long 
as there have been trade and commerce between peoples and nations. One of 
the early records of food warehousing is found in Genesis,’ where it is re- 
corded that during the seven lean years which followed the seven years 
of plenty Joseph “opened the storehouses” and sold grain to the Egyptians. 
In recent years the vast expansion and complexity of trade and com- 
merce have required the development of many and varied classifications 
of public warehousing. One type is generally referred to as the commodity 
warehouse, which serves the specialized needs of the various industries in 
storage of cotton, tobacco, grain, potatoes, and other commodities and 
produce. Another class serves industry as a place of storage of raw materials, 
equipment and parts, or finished manufactured goods of literally hundreds of 
different varieties. Some warehousemen specialize in storage of bulk liquids 
such as chemicals and oils, syrups, medicines, etc. Others provide refrigera- 
tion or cold storage for produce, food, or any product which requires 
controlled humidity or temperature for preservation. One specialized field 
is storage of household goods, which perhaps provides as many controversial 
questions as any other type of warehousing. Bonded customs warehouses 
play an important part in the importation of goods from foreign countries. 
Another of the types of so-called bonded warehouses is the United States 
Internal Revenue warehouse which provides for the storage of distilled 
spirits and is a highly specialized undertaking carefully supervised by the 
federal government. 

In 1916 Congress enacted the United States Warehouse Act? which 
relates to the warehousing of agricultural products, including grain, tobacco, 
cotton, wool, fruit, etc. Licensing under this act is not compulsory; how- 
ever, one of the principal purposes is to provide a system of inspection, 
regulation, and standards to facilitate the financing and sale of such com- 
modities. 


*CLARENCE R. CONKLIN. A.B. 1925, Drake University; J.D. 1928, 
University of Chicago; chairman, Aviation Law Committee (1955-1957), 
Chicago Bar Association; chairman, Insurance Law Committee (1941- 
1943), Chicago Bar Association; member, Marine and Inland Marine 
Insurance Law Committee, American Bar Association; partner, Heineke, 
Conklin & Schrader, Chicago, Illinois. 


1 Genesis 41:48, 56. 
239 Strat. 486 (1916), 7 U.S.C. §§ 241-73 (1952). 
560 














WAREHOUSING AND OTHER BAILMENT RISKS 561 


The present-day volume and value of the vast quantities of personal 
property which are in the care, custody, and control of bailees runs into 
such astronomical figures that it is difficult even to hazard a guess as to the 
total. An indication of the magnitude of one segment of this type of busi- 
ness is to be found in the 1954 Census of Business,? which reveals that at the 
close of 1954 there were 7,565 public warehouses of various classifications 
in the United States. The approximate aggregate revenues derived by these 
warehouses from storage of goods ran to some $757,000,000. According to 
a recent survey, there are some 3,200 household goods warehouses where 
government property of the estimated value of $18,000,000,000 was either 
in storage or subject to storage. 

Equally impressive is the volume and value of personal property which 
is handled daily by other types of professional bailees, such as laundries, 
cleaners, fabricators, processors, patternmakers, dyers, manufacturers, fur- 
riers, contractors, builders, repairmen, and checkrooms. The foregoing is 
in no sense an all-inclusive list; of course a great volume of goods, wares, 
and merchandise is handled by another class of bailees—contract and com- 
mon carriers. 

This vast, variegated, and complex aspect of commerce and industry 
provides a fertile field for the insurance industry. For example, inland 
marine insurance has expanded its premium volume from approximately 
$50,000,000 in 1940 to some $400,000,000 in 1957. This classification is con- 
cerned chiefly with insurance of liability and property either in transit or 
subject to transportation, or in the possession of bailees at one time or an- 
other. Broad programs of insurance have been developed not only for 
owners but also for bailees interested in covering their liability and interest 
as well as the interest of their bailors. 

In order better to understand and appraise the various and multiple 
forms of insurance coverage afforded for both bailees and bailors, some 
working knowledge of the basic legal premises which underlie the respective 
rights, liabilities, and obligations of bailors and bailees is required. It is, 
of course, not feasible to review here more than a few of the legal con- 
siderations involved nor to attempt to discuss all of the insurance forms, 
coverages, and problems pertaining thereto. What we can do here is to 
refer to certain of the problems and principles in the hope that such may 
serve as a guide for further study and research. 


LIABILITY OF BAILEE FOR DUE CARE 


When property is delivered by or on behalf of a bailor to a bailee, the 
latter becomes obligated upon assumption of custody, even without further 
or specific agreement, to exercise reasonable care with respect to the prop- 


3 Unitep States DEPARTMENT OF COMMERCE, 1954 CeNsus oF BusINEss xi-7. 
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erty while it is in his possession and to return the property upon demand 
of the bailor when the purpose of the bailment has been fulfilled. Even 
though the parties may not have yet reached a specific agreement as to the 
terms and conditions of the bailment, the bailee, upon assumption of cus- 
tody, becomes liable by operation of law for the exercise of due care, which 
is that of the reasonably prudent owner of such property under like and 
similar circumstances.® Section 21 of the Uniform Warehouse Receipts Act, 
which is held to be but a codification of the common-law rule,® supplies a 
clear, understandable definition of the obligation of a warehouseman, and 
this rule is equally applicable to all other bailees. 


“Liability for any loss or injury. § 21. A warehouseman shall be liable 
for any loss or injury to the goods caused by his failure to exercise such 
care in regard to them as a reasonably careful owner of similar goods 
would exercise, but he shall not be liable, in the absence of an agree- 
ment to the contrary, for any loss or injury to the goods which could 
not have been avoided by the exercise of such care.” 7 


Attention is directed to one qualifying phrase in the foregoing defini- 
tion, “in the absence of an agreement to the contrary.” ® The terms and 
conditions of any bailment are subject to the agreement of parties and except 
for violation of tenets of public policy or statutory prohibitions, the parties 
may agree to any terms so long as they are in a parity of position and there 
is a meeting of minds.® 

As will be noted below, the problem is often complicated by difficulty 
in determining the intent and terms and conditions of the agreement between 


*6 Am. Jur., Bailments § 4 (rev. 1950). 

5The particular standard of care and diligence imposed by law on a bailee in 
caring for the property entrusted to him, and the liability for the loss or damage thereto, 
generally depends on the nature of the bailment. 8 C.J.S., Bailments § 26 (1938). 

®°H. J. Keith Co. v. Booth Fisheries Co., 27 Del. (4 Boyce) 218, 87 Atl. 715 (1913) 
(referring to Illinois statute); Levine v. D. Wolff & Co., 78 N.J.L. 306, 73 Atl. 73 (1909); 
Mortimer v. Otto, 206 N.Y. 89, 99 N.E. 189 (1912); Buffalo Grain Co. v. Sowerby, 195 
N.Y. 355, 88 N.E. 569 (1909); Untrorm WarenHouse Receipts Act § 21. 

TI. Rev. Stat. c. 114, § 253 (1957). 

8“... [Unless . . . his liability is enlarged or diminished by special agreement, 
an ordinary bailee is not an insurer of the subject of the bailment and is only liable 
for the negligent loss or damage to the property.” 8 C.J.S., Bailments § 26 (1938). 

“|... [I]ncreasing support is found among the authorities for the assertion, as a 
general principle, that the bailee is bound to, and his culpability arises for anything less 
than, that degree of diligence which the manner and the nature of his employment, in 
the light of all the circumstances, make it reasonable to expect of him.” 6 AM. Jur., 
Bailments § 240 (rev. 1950). 

9“, . . Factors which have been deemed of controlling importance by some 
authorities are the relative positions of the parties in respect of bargaining power, and 
the extent to which the public interest may be involved. Distinctions have been based 
upon the nature or class of the bailment as ordinary or casual, or as one made in the 
course of a general dealing with the public.” 6 Am. Jur., Bailments § 176 (rev. 1950). 
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the parties. An example, which unfortunately is all too common and which 

obviously affects the liability of the parties and their respective insurers, is 
found in the case of a manufacturing company owning valuable patterns 
which are delivered to a subcontracting foundry or fabricator to enable the 
latter to process or fabricate certain parts or a complete manufactured 
product. The invoice or work order of the manufacturer may contain 
printed terms and conditions providing that the patterns are to be held at 
the risk of the subcontractor and in some instances that the latter will keep 
the same insured. The complementary document, contract, or work order 
issued by the subcontractor in lieu of a receipt for the patterns may contain 
reference to the services to be performed and also standard printed terms 
and conditions which conflict with those of the manufacturer’s invoice. 
When loss occurs through some casualty, all of these conflicting provisions, 
coupled with any other agreements in writing which may tend to indicate 
a mutual intention, and/or the conduct of the parties and other available and 
pertinent evidence, must be considered in attempting to determine the 
parties’ respective rights and obligations. 

An illustrative case involved a foundry fire which destroyed parts and 
patterns of others valued at a million dollars. The foundry carried no in- 
surance to cover this specific property, and its liability insurance covering 
values in its care and custody was grossly inadequate. The owner of certain 
of the valuable patterns destroyed carried its own insurance and collected for 
the loss. The insurer, as subrogee of its insured, filed suit against the foundry 
in an attempt to collect the loss. The theory of the action was not that the 
foundry was negligent with respect to the fire, but that the terms of the 
order issued by the owner to the foundry provided in effect that the foundry 
would be responsible for loss or damage by fire or otherwise to the pat- 
terns and would return the same upon demand. The foundry’s receipt pro- 
vided that it accepted no responsibility for loss from any cause unless such 
terms and conditions were specifically agreed to in writing by an officer of 
the company. However, an examination of the many manufacturer’s in- 
voices, whose terms placed the responsibility on the subcontractor, indi- 
cated that many had been signed by the factory manager of the foundry, 
who also happened to be an assistant secretary of the corporation. This suit 
was compromised and settled before the trial, although the facts provided 
a fertile basis for litigation. Agreement on these pertinent points is of vital 
importance to the parties and their insurers, and the respective responsi- 
bilities and liabilities should not be left in doubt. 


RESTRICTION OF BAILEE’S LIABILITY 


As has been heretofore mentioned, one of the commonly accepted 
means by which the bailee may restrict his liability is through the terms 
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and conditions of work orders and receipts which pass between the parties 
at the time the property is delivered to the bailee.!® 

The Court of Appeals for the Seventh Circuit recently affirmed the 
judgment in the trial court wherein a defendant was held not guilty for 
damage to a locomotive crane which suffered extensive damage while being 
operated by the defendant upon its own premises or that of one of its 
subsidiaries.!! In that case, the work order contained a condition which was 
intended to limit liability of the defendant steel company and any of its 
subsidiary corporations from responsibility for loss and damage caused by 
its own negligence. Such condition was held enforceable.!? 

Limited-liability or valuation-device conditions are commonly employed 
in various classes of bailments. Common examples are checkroom and laun- 
dry receipts, and fur garment storage receipts, where it is not at all unusual 
that a $5,000 mink coat will be valued for the purposes of the bailment at 
not to exceed the sum of $100. Another is found in certain warehouse 
receipts, particularly with respect to storage of household goods. In such 
receipts it is usually the rule rather than the exception that the receipt will 
contain a provision limiting the responsibility of the warehouseman, in 
consideration of the rate of storage, to $50 per package or container and 
contents thereof, or to some weight basis such as ten to thirty cents per 
pound. The courts have not looked with favor upon such attempts to limit 
the liability of bailees for losses arising through negligence; nevertheless, 
the present trend of the majority of judicial decisions is that such agree- 
ments will be upheld if it can be shown that there has been a meeting of 
minds on the specific terms of the limited valuation or liability agreement. 
An excellent exposition of the basic theory underlying the validity of such 
an agreement was made in 1884 by the United States Supreme Court with 


10 As said in Corpus Juris Secundum: “The rights, duties, and liabilities of the 
bailor and the bailee must be determined from the terms of the contract between the 
parties, whether express or implied. Where there is an express contract, the terms 
thereof control, since both the bailor and the bailee are entitled to impose on each 
other any terms they respectively may choose, increasing or diminishing their rights, 
and their express agreement will prevail against general principles of law applicable 
in the absence of such an agreement.” 8 C.J.S., Bailments § 22 (1938). 


11 Insurance Co. v. Elgin, J. & E. Ry. Co., 229 F.2d 705 (7th Cir. 1956). 


12 “By its purchase order the Steel Company expressly and clearly provided under 
Condition 4 that: ‘Seller [Gray & Company] agrees to carry insurance in an insurance 
company satisfactory to Purchaser [the Steel Company] insuring seller’s liability to 
pay and the liability of Purchaser, if any, to pay ... for all damages to property in any 
manner caused by, arising from, incident to, connected with or growing out of the 
performance of the work covered by this purchase, in amounts not less than $50,000. 
. . » The obligation to carry this insurance shall not limit in any way the liability 
assumed by Seller specified elsewhere in this purchase.’ 

“In Condition 7 of this purchase order it was provided that: ‘Seller agrees to bear 
all loss and damage to . . . equipment . . . not owned by Purchaser which [is] used or 
[is] to be used by Seller in the prosecution of the work covered by this purchase, how- 
ever [sic] such loss or damage may be caused or occasioned, whether by fire or other- 
wise and to indemnify and save Purchaser harmless from and against all liability for 
such loss and damage.’” Id. at 707-08. 
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respect to similar agreements between shippers and carriers. The Court in 
Hart v. Pennsylvania R. R. Co. said: 


“The limitation as to value has no tendency to exempt from liability 
for negligence. It does not induce want of care. It exacts from the 
carrier the measure of care due to the value agreed on. The carrier is 
bound to respond in that value for negligence. The compensation for 
carriage is based on that value. The shipper is estopped from saying 
that the value is greater. The articles have no greater value, for the 
purposes of the contract of transportation, between the parties to that 
contract. The carrier must respond for negligence up to that value. 
It is just and reasonable that since a contract, fairly entered into, and 
where there is no deceit practised on the shipper, should be upheld. . . .” 14 


Courts throughout the United States have, with few exceptions, upheld 
the limited valuation rule. The courts of Illinois appear likewise to follow 
the majority rule in upholding limited valuation as well as restricted liability 
agreements, between lessor and lessee as well as bailor and bailee.1* The 
Illinois rule in a bailment case is well illustrated by the decision in Schoen v. 
Wallace.’® In this case, plaintiff delivered her fur coat to the defendant and 
received a receipt wherein the garment was stipulated to be of the value of 
$100. The receipt also provided that the defendant did not have any lia- 
bility in excess of the stipulated valuation for any cause whatever, including 
the negligence of the furrier. The court upheld the provision on the grounds 
that it was not in violation of public policy, and that there had been an 
agreement and meeting of minds between the parties with respect to the 
terms and conditions of the bailment. The court said: 


“The basic question presented for determination is the validity of the 
agreement between the parties limiting defendant bailee’s liability to 
$100.... 

“,...In Jacobs v. Grossman, 310 Ill. 247, 250, the court said: ‘What- 
ever may be the rights of the parties in a bailment for the mutual benefit 
of bailor and the bailee, it is unquestionably the law that the parties 
may increase or diminish these rights by stipulations contained in the 
contract of bailment.’ To the same effect is Krupp v. National Fur 
Dressing & Dyeing Co., 250 Ill. App. 282, and Shayne v. Krebs, 55 Ill. 
App. 238.” 17 


18 112 U.S. 331, § Sup. Ct. 151 (1884). 

14 Jd, at 340-41, 5 Sup. Ct. at 156. 

18 The Illinois Supreme Court has taken the position of upholding the exculpatory 
clauses of leases which would relieve the lessor from liability for damages even if they 
were caused by his own negligent acts. The court refused to hold, as a matter of 
law, that there was such a disparity of bargaining power that the lessee did not have 
a freedom of choice. Jackson v. First Nat'l Bank, 415 Ill. 453, 114 N.E.2d 721 (1953). 

16 334 Ill. App. 294, 78 N.E.2d 801 (1st Dist. 1948). See also Blinder v. United States 
Fire Ins. Co., 103 F. Supp. 902 (N.D. Ill. 1952), and collected authorities on this sub- 
ject in Annot., 175 A.L.R. 8 (1948). 

17 334 Ill. App. at 296-97, 78 N.E.2d at 802. 
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As previously noted, the foregoing rule, limiting the bailee’s liability, 
is also to be found in the decisions pertaining to somewhat similar conditions 
contained in warehouse receipts, particularly in warehousing of household 
goods. Although the forms of household goods warehouse receipts, widely 
employed throughout the United States, contain language which is either 
identical or quite similar to the form employed in Illinois, it is sometimes 
overlooked that the Illinois form has been prescribed by the Illinois Com- 
merce Commission.!8 For many years amended rule 7 of General Order 
No. 139 of the Commission prescribed the required form. Condition 7 of 
this warehouse receipt provides: 


“The above named Depositor declares that the value of any article, 
piece or package including the contents received for the account 
of the same depositor, does not exceed the sum of $50.00, upon which 
valuation the rate is based, and the liability for any causes which would 
make it liable in case of loss or damage, while goods are in its pos- 
session, shall not exceed the sum so declared unless the owner or repre- 
sentative fixes a greater value, and agrees to pay an additional charge 
of twenty-five cents per $100.00 per month thereon.” 


Such limited valuation conditions in warehouse receipts are now gen- 
erally held to be enforceable where there has been a meeting of minds of 
the parties, but the courts are not easily satisfied that this requirement has 
been met. The reported decisions reveal that many such purported agree- 
ments have not been upheld, usually because the courts have taken the 
position that there could be no meeting of minds unless the particular pro- 
vision was in some manner brought to the specific attention of the bailor. 
There are, of course, cases where the action and conduct of parties should 
estop the depositor from asserting that he was unaware of the conditions of 
the contract.!® 

It is pertinent to observe, however, that there is one important excep- 
tion to the validity or enforceability of such limited valuation agreements. 
Such conditions will not be enforced where the bailee or warehouseman 
stored the property in a place other than as agreed, where he has been guilty 
of some act tantamount to conversion in delivering the property into the 


18 The General Orders of the Commission are authorized and defined by the 
Illinois statute entitled “Storing Personal Property for Hire.” Itt. Rev. Srat. c. 111 %, 
§§ 119-39 (1957). Further comment on these regulations will be found later in this 
article. 

The latest General Order of the Commission on this subject appears to be Number 
166. Although I am informed that some further hearings are contemplated by the Com- 
mission, a new form of Liability Insurance Policy and Household Goods Warehouse 
Receipt is in the process of being prescribed. However, it is doubted that any sub- 
stantial change is contemplated with respect to the released valuation of the property. 

19 Representative cases in other states where these provisions have been widely 
considered by the courts include cases such as Brasch v. Sloan’s Moving & Storage Co., 
237 Mo. App. 597, 176 S.W.2d 58 (1943); Voyt v. Bekins Moving & Storage Co., 169 
Ore. 30, 119 P.2d 586 (1941), opinion adhered to on rebearing, 127 P.2d 360 (1942). 
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possession of a third party contrary to the knowledge or consent of the 
owner, or where the warehouseman or bailee is guilty of affirmative wrong- 
doing or misfeasance.2° These cases also include situations in which the 
warehouseman has failed to follow the statutory provisions with respect to 
the sale of property to satisfy a lien. 

From the foregoing, it is obvious that the rights of the bailor may be 
substantially restricted to something less than the obligation which the 
bailee would have had but for the agreement between the parties. 


EXTENSION OF BAILEE’S LIABILITY 


On the other hand, the bailee may, perhaps even more easily, enlarge 
his responsibility over that imposed by the common law, and be held to 
a much higher degree of responsibility for loss caused by his negligence. 
It is obvious that such extension of responsibility is vitally important to both 
bailor and bailee in the formulation of their respective insurance programs. 

As has been indicated, the terms and conditions of such documents as 
work orders and receipts provide a medium whereby the parties may agree 
on their rights and responsibilities. The provisions of such agreements may 
well extend or enlarge the obligations of the bailee. For example, the bailee 
may agree to be absolutely responsible for loss and damage to goods while 
in his possession, and whether he is negligent or not, or whether the loss 
and damage may have been occasioned by an act of God is of no moment. 
Jewelry, furs, and other merchandise are often delivered to bailees or under 
a consignment agreement which imposes upon the consignee-bailee such re- 
sponsibility for loss from any cause.2? Agreements of this kind were 


20In Dolphin v. Davis, 183 Ill. App. 118 (1st Dist. 1913), the court said: “If a 
person who is intrusted with the goods of another for a particular purpose put them 
into the hands of a third person, contrary to orders, it is a conversion. A wrongful 
intent is not necessary. It is enough that the owner has been deprived of his property 
by the act of another assuming an unauthorized dominion and control over it.” Id. at 
120. 

The court held that under such circumstances the bailee was liable for damage to 
the property without regard to whether the bailee or second bailee to whom he delivered 
the goods had been negligent. Authorities cited as contra to Dolphin v. Davis are 
illustrated by such cases as Travelers Fire Ins. Co. v. Brock & Co., 47 Cal. App. 2d 
387, 118 P.2d 25 (1941), where the court held that delivery of property to a second 
bailee for specialized repair work did not of itself constitute a breach of the bailment 
agreement and the bailee was not liable where care was exercised in selection of 
a repairman and the latter was not negligent. 

21 Page v. Allison, 173 Okla. 205, 47 P.2d 134 (1935). To the same effect see Arizona 
Storage & Distributing Co. v. Rynning, 37 Ariz. 232, 293 Pac. 16 (1930). For a review 
of cases where bailee stores or keeps goods in a place otherwise. than as agreed, see 
collected cases in annot., 12 A.L.R. 1322 (1921). 

22.4 succinct statement of the rule is found in the case of Sun Printing and 
Publishing Ass’n v. Moore, 183 U.S. 642, 22 Sup. Ct. 240 (1902), where Chief Justice 
White, speaking for the Supreme Court, said: 

“Ie is elementary that, generally speaking, the hirer in a simple contract of 
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bailment is not responsible for the failure to return the thing hired, when it 
has been lost or destroyed without his fault. Such is the universal principle. ... 
“But it is equally true that where by a contract of bailment the hirer has 

either expressly or by fair implication assumed the absolute obligation to return, 

even although the thing hired has been lost or destroyed without his fault, 

the contract embracing such liability is controlling and must be enforced 

according to its terms.” Jd. at 654, 22 Sup. Ct. at 245. 

In Steele v. Buck, 61 Ill. 343 (1871), the obligation of the bailee was that “the lessee 
would deliver the vessel at the port of Chicago at the close of the navigation season 
for the year in as good and sound condition as she then was, reasonable use and wear 
excepted.” The vessel was destroyed upon the lake and in holding that there was a 
breach by the failure to deliver, the court said: 

. It is absolute in its terms. It is a positive undertaking by Vogell and 

Crandall to restore the propellor at the end of the season for which it was 

hired, notwithstanding it might be destroyed by the perils of the sea.” Jd. at 

348. 

In the later Illinois case of Standard Brewery v. Bemis & Curtis Malting Co., 171 
Ill. 602, 49 N.E. 507 (1898), the court distinguished an agreement “to deliver” certain 
malt from the obligation of the bailee as agreed in the case of Steele v. Buck, supra, 
and said: 

“.... Certainly the contract here under consideration bears no such construction 
as that placed on the bond there sued on. The obligation of the bailee to re- 
deliver the malted grain to the bailor arose by implication of law, and without 
any express agreement whatever the bailee would have been under the same 
obligation to make such delivery that it is under the contract, except, perhaps, 
as to the place of delivery.” Id. at 608, 49 N.E. at 509. 

There is, however, some division of authority on the question of whether an 
agreement by the bailee to return property in as good condition as when delivered at 
the job site, usual and ordinary wear and tear excepted, imposes an absolute liability 
on the bailee for safe return of a machine. In the late case of Seaboard Machinery Corp. 
v. Fireman’s Fund Ins. Co., 156 F. Supp. 40 (N.D. Fla. 1957), the court said: 

“Counsel for intervenor-plaintiff conceded on oral argument and on brief 
in this case that under the general rule the common-law obligation of a bailee 

is to use due care and is liable to the bailor for damage to or loss of the 

property only in case of its failure so to do. In this case, however, intervenor- 

plaintiff vigorously insists that the contract here in question imposed absolute 
liability for the safe return of the property in question, and upon failure to 
make such return, bailee became liable to the bailor for the full replacement 
cost, or at least the full market value of the property. 

“In making this contention, counsel for intervenor-plaintiff relies upon 6 

Am. Jur., Sec. 239 and cases there cited. There are cases to be found in other 

jurisdictions supporting the position of intervenor-plaintiff herein, but in the 

opinion of this Court this case is controlled by the opinion of the Court of 
Appeals, Fifth Circuit, in Reconstruction Finance Corporation v. Peterson 
Brothers (Peterson Brothers v. Arthur G. McKee & Company) 160 F.2d. 124, 
and by the decisions of the Supreme Court of Florida in the following cases: 
Williamson v. Phillipoff, 66 Fla. 549, 64 So. 269, 52 L.R.A., N.S., 412; Coombs 
v. Rice, 64 Fla. 202, 59 So. 958. Many other cases from other jurisdictions 
could be cited, but as Judge Hutcheson said in Reconstruction Finance Cor- 
poration v. Peterson Brothers, supra (160 F. 2d at page 126): 

‘A great deal has been written on the subject of the enlargement by 
special contract of the common law liability of a bailee, and there is a differ- 
ence of opinion as to what form of words will suffice. It will serve no useful 
purpose to discuss the authorities here. It is sufficient to say that while some 
cases have held that the use of language such as that relied on by appellant 
will enlarge the common law liability of bailee, the great weight of authority 
is to the effect that such a clause merely sets expressly out what a common 
law bailment implies, and does not add anything to it.” Id. at 42. 

See also collected cases in Annot., 150 A.L.R. 269 (1944). 
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involved in cases such as M, Reiner and Bro., Inc. v. World Fire & Marine 
Ins. Co.,23 where the consignment agreement provided that the bailee should 
be “responsible for loss or damage by fire, burglary or otherwise until goods 
are returned or paid for.” In the Illinois case of H. J. Krupp v. National 
Fur Dressing & Dyeing Co.,?4 it was held that the bailee’s obligation was 
increased by the consignor’s memorandum agreement, which stated: “The 
goods are at your risk for loss by fire or theft.” 

One of the obligations commonly assumed by a bailee over and beyond 
that imposed by the common-law obligation is an agreement to insure the 
property of the bailor. He will, of course, be held responsible for breach 
of such a promise or agreement to insure or to procure insurance. In the 
case of Schoenfeld v. Fleisher,> there was a promise on the part of the 
factor to insure the goods. The court said: 


“ 


.... [I]f, in any of the cases mentioned [including a promise to 
insure], the agent neglect to make the insurance, he is himself, by the 
custom of merchants, to be considered as the insurer, and liable as such 
in the event of loss. . . .” 26 


The majority rule is that if the bailee fails to insure, he is liable in the 
event of a loss to the same extent as he would have been had he effected the 
insurance and received the proceeds of the policy.27 Likewise, one under 
duty to insure by reason of his agreement is presumably required to insure 
for full value. An excellent illustration of the rule is to be noted in Brous- 
sard v. South Texas Rice Co.,?8 where the court said that one engaged in 
the business of milling rice who charged two cents per sack for insurance 
was under a duty to insure the rice to its full value, and where he did not 
do so, and a loss occurred, he was liable for the resulting damages although 
he procured insurance to the amount which the two cents would purchase. 

The case of H. J. Krupp v. National Fur Dressing & Dyeing Co.,?® 
previously cited to show that the consignor’s memorandum put the risk of 
loss for fire and theft on the defendant, is of further interest because the 
bailee’s receipt to the consignor contained an agreement by the bailee that, 
“the undersigned (the bailee) will keep insured to full value against loss or 


2353 N.Y.S.2d 118 (1945). 

24250 Ill. App. 282 (1st Dist. 1928). 

°5 73 Ill. 404 (1874). 

°6 [bid. 

*7Farney v. Hauser, 109 Kan. 75, 198 Pac. 178 (1921); Deming v. Merchants’ 
Cotton-Press & Storage Co., 90 Tenn. 306, 17 S.W. 89 (1891). See also Schroeder v. 
Mauzy, 16 Cal. App. 443, 118 Pac. 459 (1911) (gratuitous bailee failed to insure a piano) ; 
Reinstein v. Watts, 84 Me. 139, 24 Atl. 719 (1891); Siegel v. Spear & Co., 234 N.Y. 479, 
138 N.E. 414 (1923); Pauksztis v. Raeder Blank Book Co., 212 Pa. 403, 61 Atl. 901 (1905); 
Annots., 16 A.L.R. 280, 293 (1922); 26 A.L.R. 1208 (1923). 
°8 103 Tex. 535, 131 S.W. 412 (1910). 

29 250 Ill. App. 282 (1st Dist. 1928). 
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damage by fire, burglary, hold-up or robbery according to the standard 
form of policy, for the benefit of the owner, the merchandise hereby deliv- 
ered until returned to the owner.” 

The bailee was held bound by such undertaking. In this connection, it 
might be well to direct attention to an Illinois statute of which many 
bailee’s are ignorant and which consequently is in many instances not ob- 
served. We refer to “An act relating to insurance on property which is 
the subject of a bailment contract”: 


“If a bailee for hire makes a separate charge for any part or all of the 
cost [of] any insurance which he may carry to indemnify him against 
liability for loss or damage of property of a bailor while in the possession 
or control of the bailee, or if a bailee for hire in any manner informs a 
bailor or prospective bailor that his property will be protected from 
loss or damage while in the bailee’s possession or control and makes a 
charge for such protection, then the bailee shall furnish to the bailor, at 
the time the bailment contract is entered into, a statement plainly show- 
ing the type and extent of the coverage of such insurance, the particular 
articles of property insured against loss or damage, the maximum 
amounts recoverable, and the name of the insurance carrier. If the bailee 
is a self insurer, no separate charge for insurance shall be made. The 
requirements of this Act shall not apply to insurance procured by the 
bailee to protect against loss while the property is in transit by mail, 
express or other means of transportation. 

“No bailee for hire shall make a charge to the bailor for any part 
or all of the cost of such protection or insurance unless a statement as 
required by Section 1 [1092] hereof is furnished to the bailor. 

“In case of loss or damage of a bailor’s property while in such a 
bailee’s possession or control and the bailee has represented to the bailor 
that he would be indemnified for loss in such case, and no statement has 
been furnished to the bailor as required by Section 1 [1092] hereof, 
the bailee shall be liable to a penalty of $100, which penalty together 
with reasonable attorney’s fees may be recovered by the bailor in a 
civil action.” 9° 


Where the bailee agrees to insure or where by statute he is required, 
as in certain states, to insure grain in storage, it is generally accepted that 
the bailee also has the obligation to collect the insurance proceeds in the 
event of loss and to pay the same to the owner of the property.*? 


80 Tit. Rev. Stat. c. 73, §§ 1092-94 (1957). 

31 See Nordal v. Davidson, 50 N.D. 295, 195 N.W. 654 (1923). To similar effect, 
see Dixey v. Federal Compress & Warehouse Co., 132 F.2d 275 (8th Cir. 1942), where 
the court said: “.... There was here a contract on the part of the defendant not 
only to insure, but there was a duty imposed on him by law which became a part of 
the contract, to collect the funds from the insurance company in the event of loss and 
promptly pay them over to plaintiffs.” Jd. at 278. See also Johnston v. Charles 
Abresch Co., 123 Wis. 130, 101 N.W. 395 (1904). The bailee’s policy covered stock 
which “consisted chiefly of carriages, . . . either its own or held by it in trust or on 
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INSURANCE COVERAGES CARRIED BY BAILEES 


The so-called professional bailees carry various types and forms of 
insurance coverage. This includes not only liability insurance but also 
direct insurance coverage on property of others in their custody. One ex- 
ample of the latter is a fire or inland marine policy, which extends coverage 
not only to the property used by the insured in his business, but also extends 
to property of others in his care, custody, or control or which he holds 
under the so-called “in trust or on commission” clauses, or the clause “or 
for which the insured may be liable.” As has been noted, a bailee, in the 
absence of an agreement to the contrary, has no obligation to insure the 
goods of others in his possession; however, certain classes of bailees, pri- 
marily engaged in personal services, usually insure property of others in 
their possession not only because of the nature of their business but also for 
maintenance of good will. An example is the inland marine form of 
“Bailees’ Customers Policy,” which is carried by laundries and cleaners. This 
policy usually provides no coverage for the equipment of the laundry or 
dry cleaner, except perhaps in some cases the earned charges on damaged 
property. This form of coverage usually contains clauses providing for cov- 
erage “on all kinds of lawful goods and/or articles described herein, being 
the property of its customer while in the possession of the assured. . . .” 
Coverage is usually confined to defined locations and/or while in transit to 
and from the premises of the insured.32 Another specialized and somewhat 
complex type of coverage carried by furriers is known as a “Furriers’ Cus- 
tomers Policy” and is the most widely issued form for retail furriers. This 
policy covers only the furs and articles of fur, the property of others in the 


commission or in storage or for repairs or sold but not removed.” Plaintiff de- 
livered her buggy to the defendant bailee and it was destroyed in a fire. The 
bailee failed to file claim and collect from the insurer. The court allowed recovery 
and said: “. ... [Plaintiff was allowed to amend the complaint by alleging that, by 
the terms of the policies of insurance and of the notice given by plaintiff after the 
loss, plaintiff adopted and sanctioned the contracts of insurance, and defendant was 
from that time bound to take such steps as might be necessary to collect from the 
several insurance companies her loss; that defendant refused and neglected to make 
proofs of her loss, or to take any steps to collect the same; that by such failure, and 
by accepting the sum of $13,094 and releasing the policies, defendant deprived the 
plaintiff of her rights and interests in the policies of insurance and the money payable 
thereunder, which it might have coliected for her; and that, by reason of such 
transactions, defendant became responsible to plaintiff for such an amount of 
money as the plaintiff should have received, under the contracts and proof of loss, 
by reason of the damage to the victoria, as part of the property covered by the poli- 
cies.” Id. at 132-33, 101 N.W. at 396. 

82 Cases involving this form of policy include Automobile Ins. Co. v. Tri-City 
Locker Corp., 86 Ga. App. 352, 71 S.E.2d 582 (1952), and Camden Fire Ins. Ass’n v. 
Moore, 206 S.W.2d 104 (Tex. Civ. App. 1947), where the court held that under 
the peril of burglary, clothing which had been maliciously cut up and destroyed by 
burglars was covered as well as clothing actually stolen by the burglars. 
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care, custody, and control of the furrier, and does not extend to property 
or stock belonging to the furrier. This coverage is subject to certain stringent 
conditions, which include the issuance of a fur receipt to the customer 
wherein a valuation of the garment is set forth, and insurance coverage is 
limited to the valuation of the fur garment as shown in the receipt. This 
specialized coverage also may provide, for extra premium, what is known 
as an “Excess Legal Liability Endorsement.” This insures the legal liability 
of the furrier for excess loss and damage, if any, over and above the amount 
of direct insurance provided under the basic policy. When loss or damage 
to a fur garment occurs in the possession of a furrier, for which the furrier 
is liable, an intricate legal question frequently develops as to the extent of 
the furrier’s liability, which is presumed to have been restricted or limited 
by the agreement contained in the fur receipt.** It is to cover this specific 
exposure to which the furrier is subject that the legal liability endorsement 
is provided.** In general, the same basic questions are presented in such 
cases as have heretofore been noted in similar contractual restrictions found 
in warehouse receipts. The applicable legal premises are the same in both 
instances, except where specific statutory provision may provide an ex- 
ception. 

Other various types of coverage where the bailee may insure the prop- 
erty of others in his care, custody, and control include contractors’ equip- 
ment floaters on material, tools, supplies, and equipment of others in his 
possession; installment floaters which involve contracts of sale of machinery 
and special equipment and which may or may not involve transportation; 
jewelers’ block policies which provide broad coverage for jewelers’ risks on 
their own property and, subject to certain conditions, insurance on property 
of others in their possession as well as the legal liability of the jewelers with 
respect to such property.*® There are also the various types of fire and 


33 See cases cited note 16 supra. 

54In J. De Leo & Co. v. American Eagle Fire Ins. Co., 284 App. Div. 886, 134 
N.Y.S.2d 576 (1954), it was held that where coverage under a furriers’ customers 
policy provided “the named assured issues a receipt which includes an agreement that 
the named assured shall effect insurance and contains the provisions required by 
Condition 1 of this Rider,” and said Condition required that receipt disclose a 
valuation of fur garment, there was no coverage on customer’s coat where no receipt 
was issued to customer in accordance with policy conditions. 

Other cases involving the same policy include Home Ins. Company v. Kirkevold, 
160 F.2d 938 (9th Cir. 1947). 

85For an example of controversy between insurers of bailor and bailee where 
the latter was insured under a jeweler’s block policy, see Marshall v. World Fire & 
Marine Ins. Co., 149 F.2d 902 (9th Cir. 1945). This case involved loss by robbery of 
certain jewelry which plaintiff had delivered to the jeweler. The latter carried 
insurance which extended coverage for property of others under the clause “property 
as above described, delivered or entrusted to the Assured belonging to others who are 
not dealers in such property or not otherwise engaged in the jewelry trade.” The 
court found that when the jeweler received the property, he entered into agreements 
which extended his common-law liability in two respects: (1) he agreed with the 
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inland marine contracts covering property of others in the possession of 
fabricators and processors of literally dozens of types of property held tem- 
porarily by bailees, covering raw materials, patterns, piece work, unfinished 
and finished goods, etc.** The underwriting manual of one of the leading 
inland marine underwriters lists, in addition to some of the specific types 
and forms already mentioned, some 132 types of processing services per- 
formed by bailees on goods of others on which floater insurance may be 
procured to cover the property while in the care, custody, and control of 
the bailee. It may also be observed that under forms of inland marine insur- 
ance such floater coverage may be had by owners and bailors to cover while 
in the possession of bailees. 


“IN TRUST AND ON COMMISSION” 


As has been previously noted, some policies of insurance are frequently 
procured by bailees to cover only the property of their bailor customers, 
but generally bailees cover their own property as well. In development of 
the various forms of such coverage, certain language of the older forms has 
been retained. Thus, many policies continue to use language which contains 
the so-called “in trust and on commission” clauses. An excellent example 
is the standard form of fire insurance policy, the language of which is usually 
required to be uniform. The Illinois approved contents fire policy contains 
the following clause: “...and provided the Insured is liable therefor, per- 
sonal property of others held in trust, or on commission or consignment, in 
storage or for repairs, sold but not delivered or removed.” Some variation 


owner that the property “was fully covered with insurance for said ring entrusted to his 
care,” and (2) he would be “responsible for the safekeeping and return of said ring 
to plaintiff.” 

36 Fxamples of controversies between insurers of bailors and bailees where bailee 
carries policy covering property of others held by it for processing, etc., see Automo- 
bile Ins. Co. v. Springfield Dyeing Co., 109 F.2d 533 (3d Cir. 1940). It is of con- 
siderable interest to note that within the last few years, most fire and inland marine 
insurers have subscribed to “Agreements of Guiding Principles” whereby controversies 
respecting overlapping insurance on the same property are resolved in accordance 
with certain rules. The purpose of such agreements was and is, among other things, 
to facilitate prompt payment of the insurance proceeds by one or the other of the 
insurers. Any such payments made by subscribers are without prejudice to the right 
of the interested insurers subsequently to adjust and arbitrate their differences in line 
with the agreed principles. It is, of course, pertinent to observe that such agreements 
are not intended to alter or impair the insured’s rights under his policy. In Spink v. 
Mercury Ins. Co., 260 S.W.2d 757 (Mo. App. 1953), the St. Louis Court of Appeals 
said: 

“ . .. It is obvious that the liability that the company agreed to assume was 
under an entirely different agreement and one to which the plaintiffs were not 
parties. Whatever the ‘Agreement of Guiding Principles’ may be, and it was not 
before the court, it could in no way affect the rights of the plaintiffs nor the 
insurer’s obligation to them under its policy. It was another contract and if 
it is enforceable, the right to enforce it still rests with the defendants who 
were parties to it.” Jd, at 761. 
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of this language is to be found in many of the different inland marine forms 
of coverage, as for example, in contractor’s equipment floater forms prin- 
cipally covering property belonging to others: “This policy also covers 
materials, equipment, supplies, and temporary structures of all kinds incident 
to the construction of said building, and (when not otherwise insured) 
builder’s machinery, tools and equipment belonging to the insured or similar 
properties belonging to others for which the insured is liable,” or “for 
which the assured are or may be liable,” or “and provided the assured is 
legally liable therefor, this policy shall also cover such property sold but 
not delivered, held in trust or on consignment or for storage.” Other sim- 
ilar combinations of language are employed. 

One of the landmark cases where various aspects of the problem in- 
herent in the “in trust” and “on commission” conditions were before the 
court, is B. N. Exton & Co. v. Home Fire and Marine Ins. Co.3* The New 
York Court of Appeals, opinion by Justice Crane, unanimously concurred 
~ in by Justices Cardozo, Pound, Andrews, Kellogg, and O’Brien, cited with 
approval the statement from Waring v. Indemnity Fire Ins. Co.** as follows: 


“The phrases describing property “as held in trust,” or “on commis- 
sion,” and kindred terms, in a policy to an agent, factor or the like, have 
been held as giving to the owner of the property a right to take the 
place of the insured, to adopt the contract. .. .’” 8° 


In Burke v. Continental Ins. Co.*° the court said: 


“. ...» The words ‘in trust’ may, with entire propriety, be applied to 
any case of bailment where the goods belonging to one person are 
entrusted to the care of another, for which the bailee is responsible to 
the owner.” #1 


In Southern Cold Storage & Produce Co. v. A. F. Dechman & Co.* 
the court said: 


“The expression ‘held in trust,’ as used in insurance policies, means 
simply that the goods or property are in the custody of the insured.” 48 


The phrases which have been most widely misinterpreted are “for 
which the insured is liable,” “provided the insured is liable,” “legally liable,” 
or such similar phrase. There has been much litigation with respect to the 
intent of these phrases. The majority rule is that such language should prop- 
erly be interpreted to refer to the responsibility of the bailee to account for 


37249 N.Y. 258, 164 N.E. 43 (1928). 
8845 N.Y. 606 (1871). 

89 249 N.Y. at 261, 164 NE. at 44. 

40 184 N.Y. 77, 76 N.E. 1086 (1906). 
41 Jd. at 82, 76 N.E. at 1087. 

4273 S.W. 545 (Tex. Civ. App. 1903). 
$3 Jd. at 546. 
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property and that such phrase is merely descriptive of the property covered 
by the policy. In view of the importance of this point and because it is 
unfortunately true that there is still some misunderstanding or disagreement 
on the part of some, including insurance men, it may be helpful to examine 
and cite at some length from certain of the leading authorities which are 
representative of the majority rule. 

The Supreme Court of Illinois has left no doubt as to the rule in this 
state. In fact, the cases of Home Ins. Co. v. Pekin & P. U. Ry. Co. and 
subsequent Illinois cases hereafter noted, are often cited together with the 
New York case of B. N. Exton & Co. v. Home Fire and Marine Ins. Co. as 
illustrative of the majority rule. 

In Home Ins. Co. v. P. & P. U. Ry. Co., the railroad company was the 
owner of certain railroad yards in Peoria and was engaged in doing a switch- 
ing and terminal business. Certain railway cars belong to other railroad 
companies were destroyed in a fire and the railroad company brought suit 
to recover the loss sustained on property of others in its possession. The 
policy provided for extensive coverage, including the following clause: 


“44, $50,000—On freight cars of every description, the property of 
other roads, firms, individuals or corporations, for which the assured 
are or may be liable, while on the line of their road, the limit of loss, if 
any, on any one freight car not to exceed $500.” 


A judgment in the trial court in favor of the plaintiff was affirmed by the 
Appellate Court for the Second District *® and affirmed on appeal by the 
Supreme Court of Illinois. The supreme court said: 


“, ... It was not the intention of the insurer to insure any and every 
freight car beloning to ‘other roads, firms, individuals or corporations’ 
which might be on the line of appellee’s road, but only such cars be- 
longing to such ‘other roads, firms, individuals or corporations’ on ap- 
pellee’s line of road as assured had such control of or such connection 
with as that a liability might accrue against such appellee company to 
account for such cars to the owners thereof. The phrase is properly 
construed to be descriptive of the cars to be insured. Had it been the 
intention of the insurer to insure the liability, only, of the assured to 
respond to the demands of the owners of the cars, this intention could 
have been readily and unmistakably manifested by the use of apt words 
and phrases. 

“ 


“Nor is the right of recovery limited to such cars as it should be 
made to appear by evidence the appellee company was absolutely 
legally liable to account and pay for to the owners thereof. The proper 
construction of the policy in this respect is, that all freight cars con- 
sumed by the fire while on the line of the appellee’s road and in its care 
and custody, with respect to which it had some duty to perform of 


4178 Ill. 64, 52 N.E. 862 (1899). 
45 Home Ins. Co. v. Peoria & P.U. Ry. Co., 78 Ill. App. 137 (2d Dist. 1898). 
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such nature it might be charged with legal liability to account to the 
owners therefor or to be subjected to claims and demands to so account, 
and to possible litigation growing out of such claims and demands, were 
protected by the policy. 

“The contention the word ‘liable,’ incorporated in item 44, means an 
absolute legal and fixed liability, is not tenable. .. . The word as used 
in the policy does not signify a perfected or fixed legal liability, but 
rather a condition out of which a legal liability may arise. The word, 
as most frequently used, does not necessarily exclude the idea of a con- 
tingency. . . . Law writers and courts, without improper use of lan- 
guage, may and do declare the liability of a warehouseman begins when 
the goods are delivered, etc., and such liability ends on the delivery of 
the property to the person rightfully entitled to it, without being under- 
stood to assert that an obligation on the part of the warehouseman to 
answer in any manner has become fixed and absolute. The correct 
meaning of such expressions is that the warehouseman has such connec- 
tion with the property as that a fixed liability may arise. The italicized 
phrase in said item 44 was intended to indicate the policy was to protect 
cars to which the appellee should bear such relation as to become 
charged with the performance of duties which might involve a fixed 
legal liability.” *¢ 


One of the most recent well-considered opinions on the subject is the 
federal case of United States v. Globe & Rutgers Fire Ins. Co.*" We shall 
take the liberty of quoting extensively from the opinion since the court so 
aptly gets to the heart of the controversy. The six policies in question cov- 
ered the assured for loss by fire, and each contained a clause reading “pro- 
vided the insured is legally liable therefor, this policy shall also cover such 
property sold but not delivered, held in trust or on consignment or for 
storage.” The question for decision was whether the policies insured the 
cotton seed which had burned or only insured any liability of the gin com- 
pany for the fire loss of said cotton seed. The court noted some of the 


controversial points and said: 


“.. . . The decisions in this general field of litigation have been 
diverse, partaking of the multiform policy provisions from case to case. 
In contrast are those cases where the policy clearly insured the property, 
and those cases where with equal clarity the policy insured only the 
liability of the insured with respect to the property. Still other cases 
disclose policy provisions somewhat akin to the terms of the policies in 
question, but also other alternative and disjunctive provisions, and the 


#6 178 Ill. at 69-71, 52 N.E. at 863-64. (Emphasis added.) Later Illinois cases which 
have cited with approval the language in the Homie Ins. Co. case include Sanders v. 
Merchants State Bank, 349 Ill. 547, 182 N.E. 897 (1932); Evans v. Illinois Surety Co., 
298 Ill. 101, 131 N.E. 262 (1921); Phenix Ins. Co. v. Belt Ry. Co., 182 Ill. 33, 54 N.E. 
1046 (1899). 


47 104 F. Supp. 632 (N.D. Tex. 1952), affirmed, 202 F.2d 696 (5th Cir. 1953). 
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decision finally turned on a provision dealing directly with the described 
property. ... 

“The contention of the defendants is that the plaintiff cannot recover 
under the present policies without showing that the insured is legally 
liable for the fire loss of the cotton seed. That view is quite arguable. 
The pertinent provision of the policies has been quoted in full above 
and the central phrase thereof reads ‘provided the insured is legally 
liable therefor.’ The words ‘liability’ and ‘liable’ have manifold mean- 
ings in law and that nuance makes ‘liable’ fit as well in respect to one 
bound to respond in duty as to one bound to respond in damages. The 
gin company under its caretaker duty as bailee for hire certainly was 
responsible for the cotton seed and obligated to keep and deliver same 
safely, subject to exoneration only if performance be prevented without 
negligence on its part. That was a present and positive liability, and in 
fact no other liability ever supervened. In other words that liability in 
being was complete, and adequately answers the terms of the policy 
provision. Nothing novel is being stated. In the typical instance of 
bailment relationship a proper delivery of the property thereupon satis- 
fies the right of the bailor and discharges the liability of the bailee, but 
that does not gainsay the fact that the bailee bore a legal liability during 
the period of the bailment.” 


The court then went to the heart of the question: 


“Of course when construing flexible language the best key usually is 
the context. The entire language of the relevant policy provision in its 
ordinary sense consistently points to insurance on property, not on the 
insured’s liability for a fire loss on such property. A strained construc- 
tion is required to say that ‘legally liable therefor’ in the central phrase 
defines the thing insured. Instead the more natural reading is that it 
defines a selective condition on the thing being insured. A simpler state- 
ment perhaps is that said central phrase is really some of the descriptive 
language identifying the property insured... . 

“If the policy provision in fact read ‘on the liability’ of the insured 
then to be sure it only could mean liability for fire loss of the prop- 
erty, and the plaintiff would fail in the suit. This is true for the simple 
reason that a fire insurance policy, like many forms of insurance, is a 
contract of pecuniary indemnity. Its subject matter must have a money 
measure. Such insurance on /iability cannot become payable apart from 
an incurred liability of the insured for money damages or at least a 
pecuniary obligation. The present policies however plainly purport to 
insure property, not only property of the specified kinds belonging to 
the insured, but also property of like kind, for which insured is liable, 
belonging to another owner, and the reasonable construction of the in- 
surance contract is that the central phrase of the policy provision means 
liability of the insured already present and not contingent liability 
ushered in by a fortuitous fire. If the contrary meaning had been in- 
tended it would have been easy to state same in unmistakable terms.” * 


48 Jd. at 633-34. 
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It is of some interest to contrast the decision in the later case of Texas 
City Terminal Ry. Co. v. American Equitable Assurance Co.*° In this deci- 
sion, the court concluded that the policy language was distinguishable from 
the conditions contained in the policy involved in the Globe & Rutgers 
case. The litigation arose by reason of the very substantial damage occa- 
sioned in the Texas City explosion of 1947. The American Equitable carried 
an explosion policy for plaintiff which covered plaintiff’s buildings, tanks, 
sheds, trestles, platforms, equipment, rolling stock, and the like. The policy 
contained a ninety per cent co-insurance clause and an “in trust and on 
commission” clause, as follows: “It is understood and agreed that this 
insurance also covers the interest of the assured in and/or liability for similar 
property belonging in whole or in part to others, and held by the assured 
either sold but not removed on storage or for repairs, or otherwise held.” 
The property damage involved in this case was great. The loss to plaintiff's 
property was some $4,500,000 and the damage to property of others stored 
on plaintiff's premises ran to some $19,600,000. On the other hand, plaintiff 
carried one blanket explosion policy with defendant insurer, with limits of 
$2,300,000. The insurer contended that its policy extended coverage to all 
property on plaintiff’s premises, including the property of others, and that 
the ninety per cent co-insurance clause should be applied to this total 
amount, even though the owners of the other property were making no 
claims of liability against plaintiff. If the position of the insurer was cor- 
rect, the effect would limit plaintiff's recovery for its own loss to about 
ten per cent. 

The opinion considers many of the leading cases on both sides of the 
question of whether the “in trust and on commission” clause should be 
interpreted as coverage on property or construed as liability insurance. The 
court disallowed the insurer’s claim and held that the defendant’s policy 
constituted liability insurance and did not cover the property of others in 
the possession of the insured. The soundness of the court’s reasoning on 
this point would appear to be subject to question. It has been suggested 
that the court may have been influenced in its decision in concluding that 
the language of the policy should be distinguished from that involved in 
the Globe & Rutgers case to avoid what it believed to represent an in- 
equitable or unjust result. Regardless of whether the court was right in 
denying the position of the insurer on the foregoing premise, the court also 
found another reason for denying the insurer’s position that the goods of 
others were covered under its policy. The court referred to the fact that 
plaintiff's property covered buildings, tanks, sheds, etc., whereas the prop- 
erty of others referred to includes “the interest of the insured in and/or 
liability for similar property belonging in whole or in part to others.” 


49 130 F. Supp. 843 (S.D. Tex. 1955). 
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The court then said: 


“ 


. ... The property of others on the Terminal premises was not 
‘similar property’ within the terms of the above provision. The word 
‘similar’ has been variously defined as exactly alike, . .. or as a synonym 
for the word ‘like,’ . .. or being like in quality, nature, degree, purpose, 
or other characteristics... . The Terminal’s business was the operation 
of a terminal railroad .... [T]he property insured consisted of the 
Terminal’s operating facilities, equipment and supplies used or to be 
used in the maintenance and operation of the facilities and business of 
the Terminal. ‘Similar property’ within the meaning of American 
Equitable Group’s ‘liability’ clause would necessarily mean and be lim- 
ited to property in the nature of operating facilities, equipment and 
supplies for use in connection therewith. The goods of others which 
American Equitable Group contends are similar property consist of cargo 
in course of commerce such as bagged flour, tin bullion, tin ore, bullion 
racks, knocked down French box car parts, bagged rice, bagged fer- 
tilizer, bagged sulphur, wool, mohair, wheat, carbon black and jute 
bagging. These goods stored on the premises are not ‘similar’ to the 
operating facilities, equipment and supplies of the Terminal but are 
entirely dissimilar in quality, nature, degree, purpose and other char- 
acteristics,” 5° 


An important point which the court, for the reasons expressed, was 
not required to decide was whether the co-insurance clause was applicable 
to the total value of all the property of the insured as well as the value of 
the property of others in the possession of the insured. There has been 
little or no litigation which has reached the higher courts with respect to 
this controversial question. It is obvious that this is of great importance 
because the value of property of others in the possession of bailees may 
fluctuate from time to time from a very small quantity to values running 
into millions, as in the Texas City case. The intent of each policy of in- 
surance must be determined by consideration of the specific language em- 
ployed. Where it is clear that the policy extends specific insurance cover- 
age to property of others which is similar to the property of insured, which 
otherwise represents the principal coverage under the policy, and assuming, 
of course, that there is no other language which requires a contrary inten- 
tion, it appears sound to conclude that co-insurance is contemplated with 
respect to the total values of all property covered by the policy regardless 
of ownership. The Texas City case, of course, illustrates the other extreme, 
where the property of others is not only dissimilar but, assuming the court 
to have been correct, the policy language is in other respects interpreted 
to provide protection against liability and is not held to be descriptive of 
the property covered. The troublesome cases lie in the area between the 


50 Jd. at 860. See Krakowski v. United States, 161 Fed. 88 (2d Cir. 1908), where 
“similar” is defined as “exactly alike.” 
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two extremes, where confusing or ambiguous language has been employed. 
As indicated, each case must stand on its own merits. 

The case of Millers’ Mut. Fire Ins. Assn v. Warroad Potato Growers 
Assn! is frequently cited as upholding a minority view. On the other 
hand, it may be contended that the decision can be distinguished by reason 
of the language employed. There, insurance was extended “On stock con- 
sisting of potatoes and all other merchandise and supplies not otherwise 
insured and not more hazardous, handled or used by the insured in their 
business, their own or held by them in trust or on storage, if in case of loss 
the insured is legally liable therefor, while contained in the insured’s war- 
house.” A fire occurred and destroyed potatoes owned by members of the 
plaintiff association. Defendant denied liability on the premise that plaintiff 
was not “legally liable” for the destroyed property. The trial court held 
for the plaintiff and the court of appeals reversed and said: 


“The policy in suit, by its terms, insured potatoes handled or used by 
the insured, its own or held by it in trust or on storage, ‘if in case of 
loss the insured is legally liable therefor.’ If the quoted words were 
omitted, the policy would undoubtedly have covered all potatoes in 
storage contained in the warehouse, although not owned by the insured 
and although it was not legally liable for their loss. California Insur- 
ance Co. v. Union Compress Co., 133 U.S. 387, 10 S.Ct. 365, 33 L.Ed. 
730; Home Insurance Co. v. Baltimore Warehouse Co., 93 U.S. 527, 
23 L.Ed. 868. The presence of these words, however, negatives any 
intention on the part of the insurers to cover potatoes in storage for 
the loss of which the insured was not legally liable. It is plain, there- 
fore, that this policy did not insure potatoes in storage, but covered only 
the liability of the insured to the owners in case of loss by fire.” 5? 


It may also be observed that where used in the same general context or 
arrangement of words in clauses of this type, most courts appear to make 
no distinction between “legally liable” and “liable.” In Home Ins. Co. v. 
Moore & Rawls,®> coverage was afforded on cars in the possession of the 
lumber company or the railroad, for which they were “legally liable.” The 
cars were damaged in a fire and the insurer defended on the ground that 
the assured was not “legally liable” for these cars. The court said: 


“Counsel for the appellant, the insurance company, insists that the 


5194 F.2d 741 (8th Cir. 1938). 

52 Jd. at 742. To the same effect, see Sanford Mfg. Co. v. Western Mut. Fire Ins. 
Co., 229 Iowa 283, 294 N.W. 406 (1940); Kellner v. Fire Ass’n, 128 Wis. 233, 106 N.W. 
1060 (1906). 

Some courts have held that there is coverage even though there is included in 
the form or policy “provided the insured is legally liable therefor.” Commonwealth 
v. Hide and Leather Ins. Co., 112 Mass. 136 (1873); Pittsburgh Storage Co. v. Scottish 
U. & N. Ins. Co., 168 Pa. 522, 32 Atl. 58 (1895). 


53 151 Miss. 189, 117 So. 524 (1928). 
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insurance policy, according to its terms, and the use of the words, ‘for 
which they are legally liable’ (referring to Moore & Rawls) referred 
only to a liability imposed by law as distinguished from liability created 
by contract, and that the language of this contract did not comprehend 
any indemnity of the insured against a liability created by contract. 

“We think it manifest, from the language used, that the insurance 
company did indemnify Moore & Rawls for any liability which the law 
imposed directly or by contract... .” *4 


In Brooklyn Clothing Corp. v. Fidelity-Phenix Fire Ins. Co., suit 
was brought on a bailee policy which covered “interest in and legal liability 
for property held by [them] in trust . . . or for repairs.” Goods were 
destroyed in a riot, which was one of the insured risks. The appellate court 
reversed a summary judgment and said: 


“.... The words ‘legal liability’ in this policy must be held to embrace 
the contractual liability which the plaintiff assumed on receipt of the 
goods from the owner. This construction is adopted solely because of 
the evidence of the character of the insurance; otherwise, the policy 
means nothing at all concerning the plaintiff’s interest in the goods of 
the owner.” 56 


The distinction sometimes drawn between “legal liability” and “liability 
imposed by law” was discussed in Wexler v. National Ben Franklin Ins. Co.®" 
There the plaintiff was owner of goods which had been delivered into 
the possession of a manufacturer which was insured by defendant. In a suit 
by the bailor against the insurer of the bailee, the insurer set up the defense 
that plaintiff had no right to bring such an action and, further, that there 
was no “legal liability” on the part of the manufacturer. In holding for the 
plaintiff and allowing recovery, the court said: 


‘ 


‘,.+. Since the policy insures against the insured’s ‘legal liability’ for 
the property of others in his possession and not against ‘liability imposed 
by law’ for such property, it is not necessary for the bailor to reduce his 
claim to judgment; the insured incurs the liability, within the purview 
of the policy coverage, upon the mere happening of the contingency 
insured against.” 58 


54 Jd. at 198, 117 So. at 526. 

55205 App. Div. 743, 200 N.Y. Supp. 208 (1923). 

56 Jd. at 747-48, 200 N.Y. Supp. at 211. 

57281 N.Y. Supp. 949 (1935), rev’d on other grounds, 160 Misc. 282, 289 N.Y. 
Supp. 866 (1936). 

58 Jd. at 953. In Eberhard v. Aetna Ins. Co., 134 Misc. 386, 235 N.Y. Supp. 445 (1928), 
the court said: 


“. ... If liability imposed by law be insured against, the obligation of the insurer 
does not come into being until the rendition of judgment. . . . In such case 
the happening of the contingency is the event insured against, and the recovery 
of the judgment is the manner in which the insured proves to the insurer that 
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582 INSURANCE OF BUSINESS RISKS [Vor. 1957 


It is universally held that the bailee has an insurable interest in property 
in his custody and possession. When he insures property of others in his 
custody, he may collect the full value in the event of loss. This is true 
whether or not the bailee has a liability to the owner. A representative 
statement of this rule is found in the leading case of Home Ins. Co. v. Balti- 
more Warehouse Co.,®® where Justice Strong of the United States Supreme 
Court said: 


“.,...It is undoubtedly the law that wharfingers, warehousemen, and 
commission-merchants, having goods in their possession, may insure 
them in their own names, and in case of loss may recover the full amount 
of insurance, for the satisfaction of their own claims first, and hold the 
residue for the owners,” °° 


Further, it has been held that parol evidence is inadmissible to show 
that the parties did not intend that the bailor’s property was to be covered 
under the bailee’s policy.®! 

As a corollary, the bailee may maintain a cause of action against a third 
party tort-feasor who has damaged the bailed property. In Walsh v. United 
States Tent © Awning Co.* the court cited with approval a statement from 
Woodman v. Nottingham,® as follows: 


“+. ‘The defendant being found a wrong doer, the plaintiff may be 
regarded as bailee both of the horses and money, and in that capacity, 
holding a special property in such chattels, and sufficient to entitle him 
to recover in his name for the entire injury. A bailee, having a special 
property, may recover the whole value of the property, holding the 
value beyond his own interest in trust for the general owner, and the 
judgment recovered by the bailee may be pleaded in bar to any action 


the intrinsic character of the happening was such that he was liable for the 
consequences of it. And where the insurer agrees to insure against liability 
without providing for a particular mode of establishing such liability, it would 
seem that the assured, upon proof of the happening of one of the contingencies 
insured against which renders him responsible to another for the damage 
sustained by such other, incurs the liability within the purview of the policy 
coverage. Liability is a broad term of comprehensive significance. It is synony- 
mous with amenability or responsibility. Generally speaking, it expresses some 
form of obligation, and, when applied to contracts, refers to legal responsi- 
bility.” Jd. at 388, 235 N.Y. Supp. at 447-48. 

5993 U.S. 527 (1876). 

60 Jd, at 543. This is the established rule. Other cases to the same effect include 
United States v. Insurance Co., 65 F. Supp. 401 (W.D.S.C. 1946); Krupp v. National 
Fur Dressing & Dyeing Co., 250 Ili. App. 282 (1st Dist. 1928); Ferguson v. Pekin Plow 
Co., 141 Mo. 161, 42 S.W. 711 (1897); Southern Cold Storage & Produce Co. v. A. F. 
Deckman & Co., 73 S.W. 545 (Tex. Civ. App. 1903); May, Insurance § 424 (1873). 

61 See Hough v. Peoples’ Fire Ins. Co., 36 Md. 398 (1872); Baltimore Fire Ins. Co. 
v. Loney, 20 Md. 20 (1862); Ferguson v. Pekin Plow Co., supra note 60. 

62 153 Ill. App. 229 (1st Dist. 1910). 
63 49 N.H. 387 (1870). 
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that might be afterwards brought by the general owner for the same 
property.’ ” & 


As to the theory underlying the right of the bailee to recover from a 
tort-feasor, it was said by the Supreme Court of Connecticut in Railway 
Express Agency, Inc. v. Goodman’s N. Y. & C. Exp. Corp.: 


“The courts are not in agreement as to the true basis of the right of 
the bailee to recover. 6 Am. Jur. 387, § 303; Holmes, Common Law, 
167; 2 Beven, Negligence, 4 Ed., p. 907 et seq. Some rely on consent; 
Terry v. Pennsylvania R. Co., [156 Atl. 787]; some on the right of 
possession; Brewster v. Warner, 136 Mass. 57, 49 Am. Rep. 5; and still 
others on the special property of the bailee in the goods bailed; Cen- 
tral Railroad Co. v. Bayway Refining Co., 81 N.J.L. 456, 79 A. 292, 
Ann. Cas.1912D, 77. Justice Holmes concludes in the Brewster case 
that the true theoretical right is based on possession. The reliance on a 
special property right is an almost necessary corollary to the modern 
doctrine that a bailee recovering full damages must account to the bailor 
for any excess over his special interest, such as, in this case, transportation 
charges. Gillette v. Goodspeed. ... We hold that the theory supporting 
the bailee’s right to recover on the ground of possession or special prop- 
erty is supported by the better reason and authority and that the de- 
fendant’s claim, based on consent, is not valid. 1 Sutherland, Damages, 
§ 139; Dobie, Bailments, pp. 27, 62.” © 


ACTION BY BAILOR AGAINST BAILEE’S INSURER 


Of equal importance is the question of whether the owner may elect 


4 153 Ill. App. at 231. 


65 129 Conn. 386, 389, 28 A.2d 869, 870 (1942). Other cases where the bailee has 
been allowed to recover from a tort-feasor include Smyth v. Fidelity & Deposit Co., 
125 Pa. Super. 597, 605, 190 Atl. 398, 402 (1937): “.... There can be no doubt about 
the rule that a bailee in possession of personal property is entitled, as against a third 
party, to recover the full value of the bailed property in case of its déstruction or 
conversion by the third party, the bailee being liable over to the bailor for any 
damage recovered in excess of his interest. . . .”; Gillette v. Goodspeed, 69 Conn. 363, 
37 Atl. 973 (1897); Motor Finance Co. v. Noyes, 139 Me. 159, 28 A.2d 235 (1942); 
Industrial Ins. Co. v. King, 159 Miss. 491, 132 So. 333 (1931); Fletcher v. Perry, 104 
Vt. 229, 158 Atl. 679 (1932); see also 6 AM. Jur., Bailments §§ 302-04 (rev. 1950). 

In Harris v. Seaboard Air Line Ry. Co., 190 N.C. 480, 130 SE. 319 (1925), the 
court said: 


“ 


.... It has been uniformly held that the bailee has a right of action against a 
third party, who by his negligence caused the loss of or an injury to the bailed 
articles, and this right has been held to be the same, even though the bailee is 
not responsible to the bailor for the loss. 5 Cyc. 210, 6 C.J. 1149, § 111, 3 
R. C. L. p. 138 § 62.” Id. at 483, 130 S.E. at 321. 

On the other hand, an action by the bailee prevents a subsequent action by an 
owner. In Hardman v. Brett, 37 Fed. 803 (S.D.N.Y. 1889), the court said: 

“”. .. Inasmuch as the law does not allow a defendant to be vexed twice for 

the same wrong, a recovery by the person having a special property, and 

satisfaction by the wrong-doer, discharges the latter from all liability to the 

owner.” Id. at 805. 
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to sue the bailee’s insurer, particularly where the bailee fails or refuses to 
take action at the request of the bailor. Perhaps the leading United States 
authority upholding the right of the owner to maintain a direct action 
against the insurer of the bailee is the oft-cited case of B. N. Exton v. Home 
Fire & Marine Ins. Co.®* In that case, the insurance company issued its 
policy wherein it agreed to indemnify Miller, Tompkins & Company against 
loss by fire of “stocks, materials and supplies, including labor performed 
thereon ..., the property of the assured or held in trust or on commission 
or sold but not delivered or held in joint account with others and also the 
property of others for which the assured may be or agreed to become liable 
in case of loss or damage by fire.” 

The opinion pointed out that the mamed insured had not agreed to be- 
come liable for the property of the Brown Company in case of loss or 
damage and in fact, was not liable for any negligence in causing the fire. 
The named insured refused to include any claim for the Brown Company’s 
loss. With notice of the claims and the loss of the Brown Company, the 
defendant insurance company settled directly with its named insured but 
failed and refused to pay the loss of the Brown Company. Plaintiff in the 
action was the assignee of the Brown Company, and it filed a direct action 
against the insurer. The court in holding that the action might be main- 
tained by the owner, cited with approval the reasoning in Utica Canning Co. 
v. Home Ins. Co.®* 


“. ... While [the Utica Canning case] did not come to this court, 
we see no reason for departing from the principles and the result there 
stated. True, the presiding justice in his opinion included a quotation 
which said that this form of ‘trust or commission’ policy is similar in its 
legal effect to the policy ‘for whom it may concern,’ and arises in much 
the same way. Even though the latter clause, generally found in marine 
policies, is much broader than the former phrase used in fire insurance 
policies ..., the reasoning of the opinion is correct and would not be 
affected by omitting the comparison.” ® 


The court then proceeded to the terse, lucid statement of the law which 
sums up all that can be said on this subject: 


“The Brown Company’s paper was therefore covered by the defend- 
ant’s policy. Yet it will do the company little good unless this action 
can be maintained. Miller, Tompkins & Company refused to include the 
loss in its proof of claim; it settled for the damage to its own property 
leaving out the Brown Company, and of course, refused to maintain any 
action on the policies in behalf of the latter company. Its position was 
and is that the policies did not cover the Brown Company’s damage. 


66 249 N.Y. 258, 164 N.E. 43 (1928). 
67 116 N.Y. Supp. 934 (1909). 
68 249 N.Y. at 262, 164 NE. at 45. (Emphasis added.) 
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The insured’s companies took a like position in settling of the Brown 
Company’s loss and claim. Unless this action lies, the Brown Company 
and its assignee are without remedy. Such lapses the law seeks to 
avoid.” °° 


CONCLUSION 


We must here pass without comment many other collateral problems 
which may be equally important to bailors, bailees, and their insurers. Many 
questions have arisen, to enumerate but a few illustrations, with respect to 
agreements for floor planning and various conditional sales arrangements 
and policies of insurance covering single and multiple interests; various 
types of mutual undertakings where one or both parties have agreed to 
insure certain hazards to which one or the other may be subject; problems 
relating to definition and construction of hazards and conditions of insur- 
ance, or location or situs of property, insurable interest, representations and 
warranties, fraud, mistake, reformation of contract, termination and can- 
cellation, compliance with conditions precedent, waiver, and the like. 

As a concluding observation, it appears obvious that the present tempo 
and complexity of trade and commerce require that closer and more con- 
structive thought be devoted to the specific agreement or arrangement in- 
volving bailment of property. It is trite to say that it is of utmost import- 
ance to the parties and their respective insurers that they not only be aware 
of their rights and responsibilities but that their intent with respect to such 
transactions be crystallized into appropriate language. In this respect, the 
answer must lie in a more enlightened approach through utilization of advice 
of competent insurance and legal counsel. 


69 Jbid. Other cases where owners or bailors of property were allowed to main- 
tain a direct action against the insurer of the bailee include Pacific Fire Ins. Co. v. 
Murdoch Cotton Co., 193 Ark. 327, 99 S.W.2d 233 (1936); General Ins. Co. v. Gold- 
stein, 45 N.Y.S.2d 570 (1943); Smolensky v. Massachusetts Bonding & Ins. Co., 120 Misc. 
346, 198 N.Y. Supp. 376 (1923); Czerweny v. National Fire Ins. Co., 139 N.Y. Supp. 
345 (1913); Price v. United Pacific Cas. Ins. Co., 153 Ore. 259, 56 P.2d 116 (1936). 
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INSURANCE OF COMMERCIAL 
REAL ESTATE 


BY WYLIE H. DAVIS* 


A MILD CYNIC, no doubt heavily insured, has described insurance as an 
“ingenious modern game of chance in which the player is permitted to enjoy 
the comfortable conviction that he is beating the man who keeps the table.” 
But today, a huge complex of economic risks makes such croupiers indis- 
pensable. Hundreds of them are also reputable, thanks to intra-fraternity 
competition and government intervention. Most businessmen, among others, 
cannot afford to ignore the game. In terms of “comfortable conviction,” 
everybody wins who can stomach a modest take for the house. Even money 
returns are not rare, and occasionally one of the players makes off with a 
real windfall-bonanza. 

Metaphor and philosophical nuances aside, however, there is no good 
reason why legal counsel to a commercial venture should not give his client 
comprehensive advice about an insurance program. Counsel ought to be able 
to recognize and meet problems of insurance needs and insurance costs, as 
well as to negotiate and litigate on behalf of the policyholder’s legitimate 
frustrations. Some of the former ability will turn on nothing more than a 
common-sense gaining and appraising of information. The coverages indi- 
cated for a small business will differ in kind and amount from suitable pro- 
tection of a large one. Infant or established concerns, stationary or mobile 
commerce, nuclear or mule power sources—these and numerous other pos- 
sible contradistinctions, or combinations and shadings of them, may seem 
obviously relevant to an insurance planner-attorney. A good weighing of the 
risks is essential. His ultimate wisdom, however, will further depend upon 
his familiarity with the marketing and law of insurance. Although the gen- 
eral business lawyer can turn for tax or patent advice to an independent 
specialist, most insurance specialists represent the carriers. Of course at 
planning stages, brokers and agents (producers) are more than available, but 
not always ideally objective. With reference to a particular business, the 
businessman’s lawyer may lean judiciously on their experience, without 
yielding to the euphoria of relatively insignificant and sometimes expensive 
insurance protection.! (The situation is perhaps distinguishable where the 
lawyer’s wife or close kinsman runs a general insurance agency.) 


* WYLIE H. DAVIS. A.B. 1940, LL.B. 1947, Mercer University; LL.M. 
1948, Harvard Law School; Professor of Law, University of Illinois. 


1 There is no necessity for conflict or unseemly competition in business planning 
between insurance producers and attorneys. Both groups may play leading roles. But 
it seems clear that the insured would usually be best advised to leave the final “policy 
judgments” to an inquisitive and knowledgeable attorney. The case should be analogous 
to a proper attorney-accountant dichotomy of function in business counselling. 
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COMMERCIAL REAL ESTATE 587 

While insurance policies generally are still contracts of adhesion,? not 
freely negotiated and tailor-made for ad hoc needs, an array of forms and 
endorsements is at hand in every American jurisdiction. These coverages 
may be so juggled as to hedge against almost any appreciable commercial 
loss. The business lawyer must know that they exist in order to recommend 
a sound “package.” For example, if he wants to advise a large amusement 
operator, he should explore something like the following hedgerow of 
coverages and special clauses: ® 


Burtpinc Property DAMAGE CoNTENTS AND PERSONAL PROPERTY 
Standard Fire Policy, plus attached DAMAGE 
f gst and E wdorsemsents: Standard Fire Policy, plus attached 
Building descriptive form forms and Endorsements: 


Theatre form 

Builder’s risk form 

Extended coverage endorsement 

Vandalism and malicious mischief 
endorsement 

Demolition insurance 

Vacancy and unoccupancy en- 
dorsement 

Removal of Debris Clause 

Coinsurance clause 

Tree, shrub, and plant insurance 

Standard mortgage clause 

Windstorm and hail form 

Sprinkler leakage endorsement 

Water damage insurance 


Contents descriptive form 

Improvements and betterments en- 
dorsement 

Theatre form 

Extended coverage endorsement 

Vandalism and malicious mischief 
endorsement 

Sprinkler leakage endorsement 

Water damage insurance 

Earthquake insurance 


Boiler and Machinery Insurance (ex- 
plosion and breakdown), with op- 
tional coverages: 


Earthquake insurance Off-premises explosion 
Comprehensive Glass Insurance Business interruption 
Policy Consequential damage 


Business OPERATIONS 


Inland Marine and Special Risks: Transportation floater 
Electrical signs Musical instruments 
Fine arts insurance Parcel post or express floater 
All-risk camera insurance (films) 


2Ocean marine insurance is customarily, however, a fairly individualized bargain. 
In fact, a law-trained versifier gives the impression that a marine (life?) insured may 
get even more than a custom deal: 
The Ballyshannon foundered off the coast of Cariboo, 
And down in fathoms many went the captain and the crew; 
Down went the owners—greedy men whom hope of gain allured: 
Oh, dry the starting tear, for they were heavily insured. 
Wn. S. Gilbert, Etiquette (Stanza 1) 
3 Based on McCormick, Coveraces APPLICABLE 9-12 (8th ed. 1956). 
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Time Element Risks: 
Business interruption 
Contingent liability 
Extra expense 
Rental value insurance (for owners 
of buildings) 
Leasehold interest insurance 
General Liability Insurance: 
Comprehensive liability 
Owners’, landlords’ and tenants’ 
liability 
Elevator liability 
Contractual liability 
Owners’ protective liability 
Product liability 
Special events liability 
Team liability 
Medical payment coverage 
Workmen’s Compensation, plus. 
Employer’s liability (for em- 
ployees not eligible for 
Workmen’s Comp.) 
Automobile Insurance: 


Auto liability or comprehensive 
auto liability 


Non-ownership (contingent) lia- 


bility endorsement 
Hired cars 
Comprehensive physical loss 


INSURANCE OF BUSINESS RISKS 
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Medical payment coverage 
Collision 


Crime Insurance: 


Comprehensive dishonesty 

Destruction and disappearance 
policy 

Money and securities (broad form) 

Safe burglary 

Messenger and interior robbery 

Paymaster robbery 

Safe deposit box burglary and rob- 
bery 

Valuable papers coverage 

Fidelity bonds 

Depositors’ forgery bond 

License bonds 


Special Policies: 
Livestock mortality insurance 
Rain insurance 

Life Insurance: 


Sole proprietorships 
Partnerships 

Key man insurance 
Group life insurance 


Disability Insurance: 


Group hospitalization 
Major medical expense policy 


It may be inferred from this sample pattern, and from ordinary observation, 
that potential legal liability and loss of contents are the chief casualty worries 
of many enterprises. Liability insurance is especially pervasive today, in 
keeping with a mushrooming personal injury and property damage business 
in the courts and administrative agencies. Unlike many motorists, entre- 
preneurs cannot grin at the spectre of a crushing liability imposition. Forces 
other than business necessity, including interpretive insurance decisions and 
legislative regulation, have also contributed to the evolution of insurance 
format and miscellany, and hence to the degree of effective business risk 


diffusion. 


*See Kessler, Forces Shaping the Insurance Contract, 374 Ins. L.J. 151 (March 
1954). 
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WinTER] COMMERCIAL REAL ESTATE 589 


But the assigned resistance of this piece is merely insurance of com- 


. mercial real estate. The foregoing larger perspective may serve in part 


to demonstrate the relatively narrow scope of such insurance, viewed as a 
legal matter. I emphasize “relatively.” 


CONSIDERATIONS OF INSURABLE INTEREST 


Ever since insurance wagering became progressively unpalatable to the 
law, the requirement of insurable interest has been a brooding omnipresence. 
Sometimes in some courts it has had a relaxed recognition. The requirement 
emanates, however, from three social and economic policies that are ap- 
parently indestructible, viz., policies against (1) general vocational wager- 
ing, (2) reward-motivated destruction of lives and property, and (3) (in 
property insurance) recoupment of fortuitous losses in excess of strict in- 
demnity.5 In most states the carrier cannot even estop itself to assert the 
defense of want of insurable interest.* Judicial and other literature on the 
subject is massive, albeit relegated of late to an inferior position in volume 
and perplexity as hotter insurance problems have come along. 

The general adequacy of interest to support an insurance on real estate, 
distinguished from a pecuniary measure of the interest,” is seldom of major 
concern to the businessman. Typically he either owns or leases realty used 
in his business operation. Any tenant, except a tenant at sufferance,® has a 
classic “property” interest (if not necessarily a common-law “estate”), and 
hence an insurable interest °—whether or not he adds permanent improve- 
ments or betterments.!° In some jurisdictions the adverse possessor is qualified 
for insurance,!! although his ground would be shaky support for most busi- 


5See generally, Hartnett and Thornton, Insurable Interest in Property: A Socio- 
Economic Reevaluation of a Legal Concept, 48 Cotum. L. Rev. 1162 (1948). 


6 See, e.g., Patterson v. Durand Farmers Mut. Fire Ins. Co., 303 Ill. App. 128, 24 
N.E.2d 740 (2d Dist. 1940). Contra, American Equitable Assur. Co. v. Powderly Coal & 
Lumber Co., 221 Ala. 280, 128 So. 225 (1930). 


7™On problems of measurement according to the indemnity principle, see discussion 
at pp. 594-97 infra. 

8 Niagara Fire Ins. Co. v. Layne, 162 Ky. 665, 172 S.W. 1090 (1915); Sweeney v. 
Franklin Fire Ins. Co., 20 Pa. 337 (1853). 


®Smith v. Royal Ins. Co., 111 F.2d 667 (9th Cir. 1940), cert. denied, 311 U.S. 676 
(1940) (tenant at will); Andes Ins. Co. v. Fish, 71 Ill. 620 (1874) (life tenant); Harring- 
ton v. Agricultural Ins. Co., 179 Minn. 510, 229 N.W. 792 (1930) (tenant for term); 
cf. Home Ins. Co. v. Mendenhall, 164 Ill. 458, 45 N.E. 1078 (1897) (occupier-recipient 
of gratuitous oral promise to convey has insurable interest). 

10 Of course,.a tenant may be primarily concerned with protecting improvements 
or betterments on an amortization theory, even when they will revert to the owner 
upon termination of the lease. See Even, Insurance of Divided Interests, infra p. 618, n. 9. 
But he may also want to secure the value of a sublease or to protect himself against the 
risk of a higher rental on new premises if the lease should be cancelled upon the happen- 
ing of fire or other insured event. See Hale v. Simmons, 200 Ark. 556, 139 S.W.2d 696 
(1940). 


11 American Central Ins. Co. v. Donlan, 16 Colo. App. 416, 66 Pac. 249 (1901); 
American Ins. Co. v. Edwards, 78 S.W.2d 1020 (Tex. Civ. App. 1935). 
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nesses. Nevertheless, the basic sufficiency of an interest in land or buildings 
occasionally recurs as an issue in insurance litigation, and where the problem 
exists it may as well be met in the course of insurance planning. Counsel 
should know or learn enough law and facts at the outset to assess the risk 
of his client’s paying out premiums for naught, as well as to gauge the 
optimum coverage or the probable merit of insuring the interest at all. 
Since we are broadly discussing business uses of land, the phrase “com- 
mercial real estate’ may fairly encompass land utilized as ground-strata in 
the business of erecting structures and land as a commodity, whatever its use 
by occupants. A building contractor, not just an employee of the prospective 
owner, clearly has an insurable interest in the building as it goes up, based 
upon his continuing liability to the owner and to subcontractors in the event 
of interim destruction.!2 The client may be a land promoter, in the vocation 
or sideline of buying and reselling land on which there are buildings vulner- 
able to fire or other insurable risks.1* Similar situations may develop when a 
business buys or sells realty for expansion, relocation, or as a profit-making 
incident to the main business purpose. Moreover, real estate brokers have 
been known to buy and sell land, usually improved, on personal specula- 
tion.'* Counsel in such instances should not shrink from advising whether 
the client has an insurable interest, in the shifting capacities of buyer and 
seller, during periods between executory sale contracts and closings. Assum- 
ing an insurable interest in the client gua buyer and seller, or either, counsel 
will then face the matter of quantum of interest and how best to protect it. 
This whole area of judgment may partially rest on which party has the 
risk of an interim loss under the applicable law, i.e., whether an equitable 
conversion occurs, and if so, at what point in the transaction. Or it may de- 
pend on an explicit risk allocation in the executory contract. The parties 
in Illinois and elsewhere would enjoy this autonomy. But in one leading 
case the Illinois Supreme Court, although compelled to approach the prob- 
lem tangentially, squashed the idea of equitable conversion by contract. The 
seller parts with neither legal nor equitable title until all conditions precedent 
to a duty to convey have been fulfilled. Until that time the risk of loss re- 
mains on the seller.45 In such an interim posture, without a contractual al- 
location of risk immediately to the buyer, the latter’s interest, if any, would 


12 Tititz Mut. Ins. Co. v. Lengacher, 248 F.2d 850 (7th Cir. 1957); National Fire 
Ins. Co. v. Kinney, 224 Ala. 586, 141 So. 350 (1932). 

13 See, e.g., Mier Co. v. Hadden, 148 Mich. 488, 111 N.W. 1040 (1907). Furthermore, 
even unimproved land is sometimes exposed to substantial physical hazards. 

14] am informed that the ethics of the National Association of Real Estate Boards 
frown on such speculations. But apparently they are effected anyway, particularly when 
land values are on a marked upswing and very large mortgages are obtainable by the 
brokers during holding periods. 

15 Budelman v. American Ins. Co., 297 Ill. 222, 130 N.E. 513 (1921). See also 
Lombard v. Chicago Sinai Congregation, 64 Ill. 477 (1872); Appleton Elec. Co. v. Rogers, 
200 Wis. 331, 228 N.W. 505 (1930). 
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seem limited to his possible loss of bargain. The seller’s property interest is 
unimpaired, both in kind and amount. Later Illinois cases, however, as well 
as some earlier ones, have approved the equitable conversion fiction.1® At 
any rate, where the risk of loss shifts by reason of agreement or equitable 
conversion (or upon transfer of possession under the Uniform Vendor and 
Purchaser Risk Act 1") and performance is compellable regardless of an in- 
tervening insured event, the seller as a practical matter may no longer have 
an insurable interest because he could show no loss.!8 And if he does re- 
cover on an already outstanding policy of his own, the proceeds may be 
tainted with a trust in favor of the buyer 1®—provided the judges concerned 
are not queasy about such a deviation from the “personal contract” theory 
of property insurance.*° Under Pennsylvania law, the land wheeler as either 
buyer or seller has a chance to eat highest on the insurance hog, as Judge 
Goodrich recently demonstrated in the controversial decision of Vogel v. 
Northern Assur. Co.?* 

Thus the lawyer behind such goings-on may be confronted, regarding 


16 See Note, The Doctrine of Equitable Conversion in Illinois, 1955 U. Iti. L. 
ForuM 743. 


17 F.g., Ca. Civ. Cove § 1662; N.Y. Reav Prop. Law § 240-a. 

18 Mahan v. Home Ins. Co., 204 Mo. App. 592, 226 S.W. 593 (1920); Insurance Co. 
of North America v. Alberstadt, 383 Pa. 556, 119 A.2d 83 (1956) (owner of land pur- 
chased at tax sale, failing to exercise right of redemption, could show no loss). And see 
Beman v. Springfield Fire & Marine Ins. Co., 303 Ill. App. 554, 25 N.E.2d 603 (1st Dist. 
1940) (owner could not recover for loss of building under construction after contractor 
had rebuilt). Cf. American Central Ins. Co. v. Kirby, 294 S.W.2d 556 (Mo. App. 1956) 
(distinguishing Mahan case, supra, and allowing recovery by executory vendor after 
mutual rescission of land contract). 

19See Brady v. Welsh, 200 Iowa 44, 204 N.W. 235 (1925); Raplee v. Piper, 3 
N.Y.S.2d 179, 143 N.E.2d 919 (1957); Comment, 33 N.Y.U.L. Rev. 95 (1958). 


20See Poole v. Scott, 228 N.C. 464, 46 S.E.2d 145 (1948); Rayner v. Preston, L.R. 
18 Ch. Div. 1 (1881). 

21219 F.2d 409 (3d Cir. 1955), 33 Texas L. Rev. 1091, 41 Va. L. Rev. 536. Judge 
Goodrich put the case as follows: “S, a seller of real property . .. agrees to sell the land 
to V, the vendee, for $15,000 . . . S then takes out fire insurance on the property in the 
amount of $6000; V does likewise but in the amount of $9000. Before S conveys the 
property to V a fire occurs, damaging the house on the land to the extent of $12,000. 
V goes ahead and completes his part of the purchase agreement and receives a deed 
from S. Following this, S assigns to V all of his rights against the insurance company 
under the policy. V then sues both S’s insurer . . . and his own insurer. . . . Was the 
district court correct in giving judgment against each company even though the total 
recovery exceeds the stipulated loss by $3000?” The court answered in the affirmative: 
“This, it is true, seems incongruous in view of the often stated generalization that fire 
insurance is indemnity insurance. . . . The incongruity, if there is one, reaches clear 
back to 1853 in the settled rule in Pennsylvania that the seller can recover fully against 
the insurance company for a loss occurring between the time of the agreement and final 
settlement even though the buyer has taken title according to the terms of the agree- 
ment... . [I]f this Court has failed in its examination of Pennsylvania law on the sub- 
ject, it will be compelled to take the course over.” 219 F.2d at 413. 
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the insurance problem alone, with a minor morass of facts 2? and the con- 
tract-property-insurance law of at least one jurisdiction. The best solution 
is not to refer the client to the unsupervised consultation of an insurance 
producer, much less to accept passively the odds against loss. Either course 
would leave ajar the door to needless wrangling, brinkmanship, and litiga- 
tion. 

Businessmen may have other more than casual interests in realty not used 
to house their operations. Liens, including mortgages, are routine examples, 
and the insurability of a secured creditor’s interest in generally conceded.”* 
Realistically, however, an interest in another’s property may not approxi- 
mate a right in rem. At times the only nexus will be a contract with the 
property occupant, the value of which to the other party (the insured or 
would-be insured) turns upon continued existence and use of the property. 
If this dependency appears on the face of the contract, a handful of decisions 
have permitted the non-occupant effectively to insure such property in the 
amount of his contract expectancy. A ground-breaking New York decision 
enforced, to the extent of a consequential loss of royalties, a patent licensor’s 
fire policy on the licensee’s oil refinery, the license agreement having made 
such royalties in effect contingent upon the refinery’s uninterrupted out- 
put.24 Analogous insurances have been vindicated in a few other cases.%5 
The issue does not often arise, perhaps because most contract obligees 
either do not in fact or by the terms of their contracts look to continued 
soundness of specific property used by their obligors, or enjoy the status of 
secured creditors whose insurable interests in the property security are 
legally approved. Even the unsecured creditor has an insurable interest in 
his debtor’s life,2® and this plus the ordinary judgment remedies are ade- 
quate assurance for many contractual obligations. On the other hand, there 
are no doubt instances in which an obligee’s property interest by virtue of 


22 E.g., the value of exposed land or buildings, several possibly relevant provisions 
or omissions in the executory land contract, the existence and terms of mortgages, and 
the coverage of any pre-contract insurance still in force. 

23 Dunsmore v. Franklin Fire Ins. Co., 299 Pa. 86, 149 Atl. 163 (1930) (pledgee); 
Grevemyer v. Southern Mut. Fire Ins. Co., 62 Pa. 340 (1869) (judgment creditor’s 
statutory lien); Pratt v. Hanover Fire Ins. Co., 50 R.I. 203, 146 Atl. 763 (1929) (condi- 
tional vendor); Fire Ass’n v. Ward, 42 S.E.2d 713 (W. Va. 1947) (mortgagee). 

24 National Filtering Oil Co. v. Citizens Ins. Co., 106 N.Y. 535, 13 N.E. 337 (1887). 

25 Harrison v. Fortlage, 161 U.S. 57 (1896); Rice Oil Co. v. Atlas Assur. Co., 102 
F.2d 561 (9th Cir. 1939); Shumway v. Home Fire & Marine Ins. Co., 301 Mass. 391, 17 
N.E.2d 212 (1938); Graham v. American Fire Ins. Co., 48 S.C. 195, 26 S.E. 323 (1896). 
The insured’s interest here is analytically related to that which sustains specific event 
liability insurance, such as motor vehicle liability. There are only two differences: The 
contract expectant’s threatened loss is restricted entirely to unrealized assets from a 
particular source, and is contingent upon a natural force rather than legal machinery. 
The expectant’s insurance does not enable him to discharge a personal legal duty, but 
there is what might be termed a “power-liability” correlation between the potential 
fire and his contract asset. 

26 See Note, Insurance for Creditors, infra p. 637. 
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his contract expectancy, more or less like the patent licensor’s interest above, 
is simply overlooked. Attorneys negotiating and drafting (or reviewing) 
such contracts should be on watch for it. Insurance carriers have been 
astutely watchful, apparently without fretting over theories of insurable 
interest, when it comes to “contingent use and occupancy” insurance. This 
covers the insured’s loss of earnings from business interruption caused by 
physical damage to the buildings, machinery, or stock of another concern 
under contract to supply the insured with essential materials, parts, or serv- 
ices.27 Of course, if the insured and its auxiliary are parent and subsidiary 
corporations, the former’s interest in the latter’s property is legally insurable 
without reference to contractual expectancy.?8 

By contrast, the businessman who insures another’s property solely be- 
cause he conceives, and reasonably, of a factual expectation of personal loss 
from destruction of that property, stands at the frontier of the law. In the 
opinion of most courts he breaches it, despite a good many generous dicta 
recognizing the economic and even legal validity of such insurance, and a 
horde of decisions sustaining life insurance on the same rationale. Creditors 
who can claim neither property security nor a clearly discernible contract- 
property umbilicus are usually committed to this unfortunate category. 
Professor E. W. Patterson poses the following case,2® which would seem to 
typify another rather common business pattern: “The proprietor of a garage 
and gasoline filling station, chiefly dependent for his trade upon the patrons 
of a nearby summer resort hotel, obtains a policy of fire insurance on the 
hotel building. Is the policy invalid because of lack of insurable interest?” 
The Pennsylvania court in an “all fours” case said “Yes.” °° Decisions on 
this order have proliferated from a stuffy, if skillful, fatuity by Lord Eldon 
more than a hundred and fifty years ago.8!_ Notwithstanding a persuasive 
argument for the factual expectation interest by Judge Lawrence in the same 
case, and an earlier endorsement of it by Lord Mansfield,®? the bulk of 
English and American holdings have followed the Eldon view that a legal 
or equitable “property” interest, no matter how tenuous, as distinguished 
from a factual expectation, no matter how certain, is de rigueur for insurance 
purposes.33 Several judges seem to have thought they were invoking 


27 See discussion at p. 601 infra. 

28 See discussion at p. 594 infra. 

29 PATTERSON, CASES AND MATERIALS ON INSURANCE 141 (3d ed. 1955). 

30 Farmers’ Mut. Ins. Co. v. New Holland Turnpike Road Co., 122 Pa. 37, 15 Atl. 
563 (1888) (turnpike company insured a county-owned bridge joining segments of the 
company’s road). 

31Tucena v. Craufurd, 12 Eng. Rep. 630 (1805). 

32T_e Cras v. Hughes, 99 Eng. Rep. 549 (K.B. 1782). 

83 F.g., Insurance Co. v. Chase, 72 U.S. 509 (1866); Banco Commerciale de Puerto 
Rico v. Royal Exchange Assur. Corp., 71 F.2d 933 (1st Cir. 1934); Fidelity-Phenix Fire 
Ins. Co. v. Raper, 242 Ala. 440, 6 So. 2d 513 (1941); Macaura v. Northern Assur. Co., 
[1925] A.C. 619, 41 T.L.R. 447. See Patterson and McIntyre, Unsecured Creditor’s In- 
surance, 31 Cotum. L. Rev. 212 (1931). 
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Lawrence’s theory—but for the most part where the interests involved prob- 
ably would have satisfied Lord Eldon. Only a few genuine aberrations have 
cropped up.*4 Insurance carriers, by a sensible culling of risks, and the 
courts, by their customary lineation techniques, could easily permit an ex- 
pansion of the factual expectation interest in property without subverting 
any of the policies behind the insurable interest requirement.*® 

A shareholder’s interest in property, including realty, owned by his 
corporation is insurable by the shareholder, at least in the judgment of the 
small group of American courts that have passed on the question. England 
disagrees.°® Such an interest might derive from a theory of equitable owner- 
ship in the shareholders as a class,8* although the American insurance de- 
cisions have understandably preferred to peg it on the shareholder’s inchoate 
right to dividends, if he owns participating stock, or in any event on his 
right to share, after creditors, in the corporate assets upon dissolution.®® 
Aside from the natural protective inclination of a major individual share- 
holder, either as controlling manager of the corporate business or as an in- 
vestor, this type of interest has a certain commercial significance. Insurance 
on the property of a subsidiary corporation may be taken out by the 
parent.®® Since the latter is in control, the subsidiary may well forego the 
expense of additional insurance of its own upon the same property. In case 
of a disastrous fire loss to the subsidiary, the parent could then siphon the 
insurance proceeds and leave a rubble heap for the subsidiary’s creditors 
(as well as uninsured public shareholders, if any). Even with equity’s X-ray 
equipment on hand, it is perhaps fortunate that this method of insurance 
planning has not been widely exploited. 

No gallimaufry of interest problems in property insurance would be 
logical without a comment on the measuring function of the interest re- 


84 A, Roos & Co. v. Merchants Mut. Ins. Co., 27 La. Ann. 409 (1875) (realty); 
Putnam v. Mercantile Marine Ins. Co., 46 Mass. 386 (1843) (consignee of goods for 
sale on commission; no enforceable contract or commission rights); Tischendorf v. 
Lynn Mut. Fire Ins. Co., 190 Wis. 33, 208 N.W. 917 (1926) (landlord expected rental 
payment from the only possible source: the insured crop). Cf. Home Ins. Co. v. 
Mendenhall, 164 Ill. 458, 45 N.E. 1078 (1897) (naked possessory interest). 

35 See discussion at p. 589 supra. 

86 Macaura v. Northern Assur. Co., [1925] A.C. 619, 41 T.L.R. 447. 

37 See State ex rel. Miller v. Loft, Inc., 34 Del. 538, 156 Atl. 170 (1931); Montgomery 
v. Central Nat. Bank & Trust Co., 267 Mich. 142, 255 N.W. 274 (1934); McAlister v. 
Eclipse Oil Co., 128 Tex. 449, 98 S.W.2d 171 (1936). 

38 Stovall v. Empire State Ins. Co., 215 La. 100, 39 So. 2d 837 (1949); Riggs v. 
Commercial Mut. Ins. Co., 125 N.Y. 7, 25 N.E. 1058 (1890); Pacific Fire Ins. Co. v. 
John E. Morris Co., 1 §.W.2d 348 (Tex. Civ. App. 1927). It is worth noting that in all 
of these cases, as well as in the Macaura case, supra note 36, the insured was the sole 
stockholder, or nearly so. 

89 Such a policy was sustained in a recent case where the parent was a charitable 
corporation and its wholly-owned subsidiary conducted a mercantile business. American 
Indemnity Co. v. Southern Missionary College, 260 S.W.2d 269 (Tenn. 1953), 23 TENN. 
L. REv. 234 (1954). 
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quirement.*® The concept of “indemnity” is a dominant one here; and its 
application, though judicially muddied if not ignored on occasion,*! is sup- 
posed to be safeguarded by a case-to-case monetary valuation of particular 
insurable interests. Obviously this process may diverge from a garden-variety 
damage appraisal when the insured interest falls short of complete ownership. 
Some limited interests, like those of mortgagees and other secured creditors, 
are readily conformable to the notion of strict indemnity. Others are more 
difficult to measure, and legal counsel, if in the planning picture, should 
appreciate the difficulty in order to minimize the chance of gross overinsur- 
ance or underinsurance. Various tenancies in real property have been trouble- 
some. Another article in this symposium, for example, discusses at length 
the matter of evaluating a term lessee’s interest in improvements and better- 
ments.*? In a leading Virginia case ** the insured named in a fire policy was 
a struggling grass widow (with children) conducting a small general store on 
premises owned by her former father-in-law. She did so with his permission 
and had a vague, unenforceable understanding that one day the property 
would be given to her. The court first characterized her interest as a life 
tenancy in substance and then adjusted the fire loss on a theory of fee- 
simple ownership, without regard to the life-expectancy value of the in- 
sured’s interest. Doubtless the result would have been the same if the in- 
sured had been a tattooed, retired (with pay) boatswain’s mate (with or 
without children), similarly situated by the grace of an ex-relative. Assum- 
ing a life tenancy, most of the decisions agree with the Virginia measure 
of interest,** with qualifications in a few states concerning the life tenant 
vis-a-vis the remainderman.*® Arguably, the interest of an occupying life 
tenant has a peculiar use value, like that of secondhand clothing, the loss of 
which cannot be indemnified by an ordinary market appraisal.4* It has been 


40 This function has no analogue in life insurance, except for certain instances of 
creditors’ insurance on their debtors’ lives. See Note, Insurance for Creditors, infra p. 637. 
Generally, so far as the insurable amount is concerned, the insured is restricted only by 
his physical condition and ability to pay premiums, and perhaps by the willingness of 
any single insurer to assume a large risk, in view of the insured’s age, health, and occupa- 
tion, and the carrier’s financial condition. 

41 E.g., Western Assur. Co. v. Stoddard, 88 Ala. 606, 7 So. 379 (1889); Merrett v. 
Farmers’ Ins. Co., 42 Iowa 11 (1875); Franklin Marine & Fire Ins. Co. v. J. G. Drake, 41 
Ky. (2 B. Mon.) 47 (1841). See also 1954 U. Inu. L. Forum 697. 

42 Even, Insurance of Divided Interests, infra p. 618. 

43 Liverpool & London & Globe Ins. Co. v. Bolling, 176 Va. 182, 10 SE.2d 518 
(1940). 

44 E.g., Andes Ins. Co. v. Fish, 71 Ill. 620 (1874); Convis v. Citizens’ Mut. Fire Ins. 
Co., 127 Mich. 616 (1901). Contra, Doyle v. American Fire Ins. Co., 181 Mass. 139, 
63 N.E. 394 (1902); Beekman v. Fulton & M. Counties F. M. Fire Ins. Ass’n, 66 App. 
Div. 72, 73 N.Y. Supp. 110 (3d Dep’t 1901). 

45 Sampson v. Grogan, 21 R.I. 174, 42 Atl. 712 (1899); Green v. Green, 50 S.C. 
514, 27 S.E. 952 (1897). 

46 See PATTERSON, EssENTIALS OF INSURANCE Law 141 (2d ed. 1957); Comment, 
Insurance of Limited Interests and Apportionment of Proceeds, 48 Nw. ULL. Rev. 354 
(1953). 





BE IO Ab eb eNO is MR A 




















































596 INSURANCE OF BUSINESS RISKS [Vor. 1957 


suggested that “reasoning which allows full recovery to the life tenant 
merely because of loss of use and occupancy cannot be reconciled with 
reasoning which denies recovery for use and occupancy by an owner under 
an ordinary fire policy.” 47 But the objection is misleading. Even though 
it may be irrelevant that the insurer receives the same premium as if the 
life tenant were owner, the life tenant’s unique use and occupancy interest 
is not the same as use or rental value to the owner during the loss-replace- 
ment interim. The life tenant cannot recover that loss either, unless, as an 
owner may do, he pays for special coverage. In the long-term sense pres- 
ently in question, the owner also gets “use value” when he gets “actual cash 
value” not exceeding replacement cost, which is a ceiling (up to the policy 
limits) on the life tenant’s recovery as well. At bottom, the distinction lies 
between an exclusion of “consequential” losses on the one hand, and a frank 
recognition of atypical “direct” loss factors on the other. This is not at all 
unfamiliar in the assessment of insured damage or in the law of damages. 
“Obsolescence” apart from physical depreciation, for example, is an estab- 
lished “direct” loss factor, though not usually involved. 

Still other categories of land tenure have had a motley judicial treat- 
ment.*8 But with the possible exception of tenancies in common and joint 
tenancies, they are not likely to appear in a context of business risk insurance. 
As for apportionment of the respective interests of seller and buyer under 
an executory land sale contract, Pennsylvania’s startling simulacrum of in- 
demnity in the Vogel case has already been noted.*® More recently, the U.S. 
Court of Appeals for the Tenth Circuit measured such a buyer’s interest on 
a scale of equitable ownership, although it was quite doubtful from the 
court’s summary of the record that the seller could have compelled the 
buyer to stand any loss in excess of his installment payments prior to the 
fire.5° These were in lieu of rent and aggregated about one-fifth of the 
insurance recovery. 

Withal, insurance of limited interests has been eased in almost all of the 
United States by adoption of the 1943 New York Standard Fire Policy, 
which omits or meliorates most of the older, hamstringing warranties, The 
new form disavows liability “in any event for more than the interest of the 
insured,” 5! but the “interest” clause so far does not appear destined to add 


47 Godfrey, Some Limited-Interest Problems, 15 Law & ConTEMP. Pros. 415, 425 
(1950). 

48 See Comment, 1954 U. Ii. L. Forum 697. 

49 Supra note 21. But cf. Insurance Co. of North America v. Alberstadt, 383 Pa. 
556, 119 A.2d 83 (1956) (tax sale buyer’s recovery restricted to amount of loss, and 
liability prorated between insurers of owner and buyer). 

50 Hartford Fire Ins. Co. v. Cagle, 249 F.2d 241 (10th Cir. 1957). 

51 See Levin, What Every Lawyer Should Know about Fire Insurance, 42 It. B.J. 
612 (1954). 
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any important restrictions to the fundamental limitation of indemnity.®? 
Furthermore, in a majority of the twenty-two states (not including Illinois) 
~ which have enacted “valued policy” statutes, an insured whose policy falls 
within the statutory description is entitled to the full amount of insurance 
in the event of a total loss, however limited his interest may be.®* 


INSURED EVENTS ** AND CONSEQUENTIAL LOSSES 


In modern times fire has always been the most consistent and destructive 
of the fortuitous perils to residential and commercial real estate alike. 
Generally it still is—with allowances for an increasing geographical, con- 
structional, and operational heterogeneity of risk exposures. Basic fire cover- 
age, if no other, is a practical necessity in nearly every American enterprise. 

The principal insured event ®° specified in the 1943 New York Standard 
Fire Policy, as in its predecessors, is simply “direct loss by fire.” Except 
for a lonely Louisiana decision,®* in the Anglo-American view “friendly” 
fires are impliedly excluded. Most of the courts, usually by resort to a 
“popular meaning” standard of interpretation, have also resisted the urging 
of many litigants and some commentators that any excessive fire, causing 
unexpected heat or smoke damage, is “hostile” and therefore insured by the 
ordinary fire policy. Only Wisconsin goes so far.5*? The other jurisdictions 
apply a “container” test: If the fire remains within its normal confines, such 
as a furnace, stove, or fire place, it cannot be hostile. Ignition, accompanied 
by light or glow, must occur either outside the container or outside that 
compartment of the container which is the fire’s accustomed habitat.5* If 
“popular meaning” means anything, the Wisconsin position is defensible. 
Surely an apprehension of hostility induced by an uncontrollable furnace 
inferno is neither idiosyncratic nor limited to wax museum keepers. But 
the opposing rule is ossified and reinforced by years of reliance in the in- 
surance industry. Moreover, probably the great majority of extensive smoke 
or heat losses will be caused by fires glaringly hostile in their inception, and 


52 But see Conley v. Fidelity-Phenix Fire Ins. Co., 102 F. Supp. 474 (W.D. Ark. 
1952) (court intimated that the “interest” clause might be applied in an appropriate 
case). 

53See Note, Valuation and Measure of Recovery under Fire Insurance Policies, 
49 Co_um. L. Rev. 818, 825, 827-29 (1949); Comment, Insurance of Limited Interests 
and Apportionment of Proceeds, 48 Nw. ULL. Rev. 354, 359-63 (1953). 

54 This phrase, meaning “events insured against,” is in common usage. 

55 Lightning and removal from endangered premises are also included. 

56 Salmon v. Concordia Fire Ins. Co., 161 So. 340 (La. App. 1935). 

57 Q’Connor v. Queen Ins. Co., 140 Wis. 388, 122 N.W. 1038 (1909). 

58 See, e.g., Levitt v. Hartford County Mut. Fire Ins. Co., 105 Conn. 729, 136 Atl. 
572 (1927); Gibbons v. German Ins. & Sav. Institution, 30 Ill. App. 263 (1st Dist. 1889); 
Owens v. Milwaukee Ins. Co., 123 N.E.2d 645 (Ind. App. 1955), 33 Texas L. Rev. 954; 
Way v. Abington Mut. Fire Ins. Co., 166 Mass 67, 43 NE. 1032 (1896). Cf. Heuer v. 
Northwestern Nat. Ins. Co., 144 Ill. 393, 33 N.E. 411 (1893) (explosion caused by 
“friendly” lighted match). 
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in many other cases the “escape” of an initially friendly fire will be an easy 
inference. Too, with certain limitations, accidental damage by smoke and 
smudge from friendly fires may be insured under an “extended coverage” 
endorsement.®® 

On the other hand, the courts are liberally disposed to find that a 
“direct’’ fire loss results from a concatenation of hostile fire and one or more 
anterior, concurring, or intervening causes. This is true even though the 
other cause may be expressly excepted by the policy, if the fire damage can 
be segregated ® or if the fire is the “efficient” cause of the entire loss.® 
Ironically, the sole immediate cause may be a fire-triggered sprinkler system 
or fire extinguisher.®? 

Proximate causation gobbledygook is seldom encountered in these de- 
cisions. The insurer, of course, has contractually assumed indemnification 
responsibility for “direct” loss by hostile fire, whatever may be the fire’s 
origin—excluding fires built on the insurance-incendiarism plan and a few 
expressly excepted causes. And almost any conceivable kind of physical 
harm to the insured property, at all traceable to fire, is clearly within the 
scope of risk created by a hostile fire burning on that property. Such a loss 
is usually within the scope of risk created by a hostile fire on adjacent 
premises as well. Spatial, temporal, or fire-fighting variations, however, may 
bring on a proximate causation analysis, or something akin to it, when the 
only hostile fire is off the insured premises.®* 

“Direct loss by explosion,” not caused by a hostile fire, is another widely 
insured event. This peril is predominantly ominous in some business and 
industrial enterprises, less critical but still lurking in most others. The latter 
may be protected against explosion loss, for relatively small premium accre- 
tions, by addition of the “extended coverage” package to their standard 


59 “(T]he coverage of this policy is extended to include direct loss by Windstorm, 
Hail, Explosion, Riot, Riot Attending a Strike, Civil Commotion, Aircraft, Vehicles, 
and Smoke. . . . The term ‘smoke’ as used in this endorsement means only smoke due 
to a sudden, unusual and faulty operation of any heating or cooking unit, only when 
such unit is connected to a chimney by a smoke pipe or by a vent, and while in or on 
the premises described in the policy, excluding, however, smoke from fire places or 
industrial apparatus.” 

6 Pacific Heating Co. v. Williamsburg City Fire Ins. Co., 158 Cal. 367, 111 Pac. 4 
(1910) (earthquake and fire); Heffron v. Kittanning Ins. Co., 132 Pa. 580, 20 Atl. 698 
(1890) (damage from both explosion and resulting fire). 

61 Case v. Hartford Fire Ins. Co., 13 Ill. 676 (1852) (loss caused immediately by 
reasonable efforts to extinguish fire); Warano v. Home Mut. Fire Ins. Co., 164 Pa. Super. 
228, 63 A.2d 97 (1949) (fire caused explosion). 

62 Pappadakis v. Netherlands Fire & Life Ins. Co., 137 Wash. 430, 242 Pac. 641 
(1926). Cf. Cohn v. National Fire Ins. Co., 96 Mo. App. 315, 70 S.W. 259 (1902). 

63 Automobile Ins. Co. v. Thomas, 153 Md. 253, 138 Atl. 33 (1927) (fire-weakened 
neighboring wall fell on insured property 38 days after fire); Bird v. St. Paul Fire & 
Marine Ins. Co., 224 N.Y. 47, 120 N.E. 86 (1918) (concussion damage from fire-induced 
“Black Tom” explosion 1000 feet away from insured property). Cf. Cook v. Continental 
Ins. Co., 220 Ala. 162, 124 So. 239 (1929) (explosion intentionally set off to prevent 
spread of fire to insured building). 
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fire policies. The courts responded to a number of the pre-1943 coverages 

_with approval of liberal and sometimes hernial jury conceptions of “ex- 
plosion” as including such hydraulic phenomena as pipes bursting from 
“water hammer.” * This was consonant with decisions in unrelated con- 
texts that characterized sudden eruptions of boiling water, molten metal, 
and Coca-Cola as explosions.®* “Water hammer” loss, in fact, has been 
successfully recouped under a post-1943 explosion coverage endorsement,“ 
but the typical extended coverage today specifically excludes that and 
several other outbursts not resulting from instantaneous combustion.®* The 
carriers have not yet seen fit to plug all the freakish explosion vents, how- 
ever, as evidenced by a recent opinion that a violent release of compressed air, 
accompanied by rupture and noise—all from an unknown source—would 
support a finding of “explosion.” ® Accidental nuclear reactions in private 
industry, and dolorous consequences of normal ones, also loom on the fire, 
explosion, and liability insurance horizons; and a 1957 study by a physicist 
and independent insurance adjuster suggests that “sonic boom” vibrations 
from supersonic aircraft may constitute explosions. 

The “windstorm” event alone will justify the low cost of extended 
coverage as security for real estate improvements in or abutting on tornado 
and hurricane alleys. This underwriting is hardly eleemosynary, however. 
There is some contrariety of judicial opinion about the minimum velocity 
of “windstorm,” and a chunk of litigation over losses apparently caused by a 
combination of wind and uninsured concurring or contributing forces, 
especially water. Although isolable wind damage and total multi-source 
damage “efficiently” caused by wind are generally within the extended 
coverage,”° the risk nowadays is further circumscribed by a fairly detailed 


64 American Paper Products Co. v. Continental Ins. Co., 208 Mo. App. 87, 225 S.W. 
1029 (1920). 

65 Helmbacher Forge & Rolling Mills Co. v. Garrett, 119 Ill. App. 166 (4th Dist. 
1905); Coca Cola Bottling Works v. Shelton, 214 Ky. 118, 282 S.W. 778 (1926); Bolich 
v. Provident Life & Accident Ins. Co., 205 N.C. 43, 169 S.E. 826 (1933). 

667.. L. Olds Seed Co. v. Commercial Union Assur. Co., 179 F.2d 472 (7th Cir. 
1950). 

87 “Toss by explosion shall include direct loss resulting from the explosion of ac- 
cumulated gases or unconsumed fuel within the firebox (or the combustion chamber) 
of any fired vessel or within the flues or passages which conduct the gases of combustion 
therefrom but this Company shall not be liable for loss by explosion, rupture or bursting 
of steam boilers, steam pipes, steam turbines, steam engines or rotating parts of ma- 
chines or machinery, owned, operated or controlled by the Insured or located in the 
building(s) described in this policy. Electrical arcing, water hammer, and the bursting 
of water pipes are not explosions within the intent of these provisions.” 

68 Jersey Ins. Co. v. Heffron, 242 F.2d 136 (4th Cir. 1957). Cf. Chicago, R.I.& P.R.R. 
v. Aetna Ins. Co., 308 P.2d 119 (Kan. 1957) (rapid expansion of wet grain and gases 
therefrom constituted explosion within special “inherent explosion” coverage of grain 
elevator). 

6° Hopkins and McIntosh, Js Sonic Boom an Explosion?, 408 Ins. L.J. 15 (Jan. 1957). 

7 See Glens Falls Ins. Co. v. Vestal, 244 F.2d 78 (4th Cir. 1957); Wood v. Mich. 
Millers Mut. Fire Ins. Co., 96 S.E.2d 28 (N.C. 1957); Note, Recovery under Windstorm 
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endorsement.” Its language, while not eliciting the interpretive skill “called 
for in the decipherment of obscure palimpsest texts,” 7? is reminiscent of the 
pre-1943 logomachy between fire policy and judicial opinion draftsmen. 

Extended coverage is pregnant with other litigable imprecision.”* A few 
years ago an Illinois insured first collected a windstorm claim of $805.70 
under a five-year term policy written in the face amount of $2500.00. Later 
during the term the insured had a fire loss exceeding $2500.00, and sued for 
that sum on the theory that his windstorm and fire coverages were “sepa- 
rable.” Recovery of more than the windstorm payment-face amount differ- 
ential ($1694.30) was denied in Oller v. New York Fire Ins. Co.7* Seeing no 
ambiguity whatever, the court relied on one sentence in the extended 
coverage endorsement as controlling: 


This endorsement does not increase the amount or amounts of insurance 
provided in the policy to which it is attached. 


The intended meaning of the sentence could easily be made explicit by a 
few more words, but one may concede that, standing alone, the language 
is limpid enough. Shortly on its heels, however, came the following: 


Substitution of Terms: In the application of the provisions of this 
policy, including riders and endorsements (but not this endorsement), 
to the perils covered by this Extended Coverage Endorsement, where- 
ever the word “fire” appears there shall be substituted therefor the peril 
involved or the loss caused thereby, as the case requires. 


Clauses, 33 N.C.L. Rev. 288 (1955). Cf. Chaachou v. American Central Ins. Co., 241 F.2d 
889 (5th Cir. 1957) (fraudulent misrepresentation and concealment in claim of windstorm 
loss). 

71“This Company shall not be liable for loss caused directly or indirectly by 
(a) frost or cold weather or (b) ice (other than hail), snowstorm, waves, tidal wave, 
high water or overflow, whether driven by wind or not. This Company shall not be 
liable for loss to the interior of the building or the property covered therein caused, 
(a) by water, rain, snow, sand or dust, whether driven by wind or not, unless the 
building covered or containing the property covered shall first sustain an actual damage 
to roof or walls by the direct force of wind or hail and then shall be liable for loss to 
the interior of the building or the property covered therein as may be caused by water, 
rain, snow, sand or dust entering the building through openings in the roof or walls 
made by direct action of wind or hail or (b) by water from sprinkler equipment or 
other piping, unless such equipment or piping be damaged as a direct result of wind or 
hail. Unless liability therefor is specifically assumed by endorsement to this Extended 
Coverage Endorsement, this Company shall not be liable for damage to the following 
property: (a) grain, hay, straw or other crops outside of buildings or (b) windmills, 
wind pumps or their towers, or (c) crop silos (or their contents), or (d) buildings (or 
their contents) in process of construction unless entirely enclosed and under roof with 
all outside doors and windows permanently in place.” 

72 Calmar Steamship Corp. v. Scott, 345 U.S. 427, 432 (1953) (marine policy). 

73 Compare Habaz v. Employers’ Fire Ins. Co., 243 F.2d 784 (8th Cir. 1957) (literal 
application of “vehicle” extended coverage), with Cassel v. Newark Ins. Co., 79 N.W.2d 
101 (Wis. 1956) (liberal application of “hail” coverage). 

74 339 Ill. App. 461, 90 N.E.2d 241 (4th Dist. 1950). 
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Page one of the basic fire policy in suit (“direct loss by fire”) specified, of 
course, a single face amount as a ceiling on recovery. On the other hand, 
it also listed for extended coverage a separate premium, which was referred 
to (“in consideration of”) at the beginning of the endorsement. Although 
the Illinois appellate court’s conclusion undoubtedly comported with the 
insurer’s subjective intent, a failure to recognize any uncertainties in the 
relevant policy language seems a bit myopic. Actually the court was trapped 
between a functional interpretation of the contract and the old shibboleth 
that ambiguities in adhesion contracts should be resolved favorably to the 
non-drafting party. This canon, like other rules turning on ambiguity of 
language, can be shunted by a tour de force: “The language in question has 
only one meaning.” A better escape is suggested by the fact that the Illinois 
Standard Fire Policy was administratively adopted in 1945 under legislative 
authority. Since this protects the insured against deliberate obfuscation, a 
few courts, including one of the other Illinois appellate courts,7> have 
abandoned the strict construction approach in analogous settings.7* Once 
an ambiguity is candidly faced, the court may then divine the parties’ “ob- 
jective” intention more or less orthodoxly. In the Oller case the nearly 
nominal premium charged to insure all of nine events in the extended cover- 
age endorsement *? might have been considered, among other things, as a 
buttress of the court’s judgment. 

The insured events of the standard fire policy and its extended coverage 
are expressly confined to “direct loss.” Consequential loss occurring during 
the period between physical damage and restoration is not covered, inevitable 
as it may be in most cases. This limitation is underscored by the carrier’s 
option to discharge its duty by restoring the property in specie within a 
reasonable time. Adequate “business interruption” or, more generically, 
“use and occupancy” insurance may be added, however, to protect the in- 
sured against interruption of his ability to use the premises. Such interregnal 
impairment is apt to entail loss of profits (loss of rental values in residential 
and rental coverages) and loss of fixed overhead charges that necessarily 
continue, though “unearned,” throughout a business interruption. Also 
frequently incurred are abnormal expenses, like overtime work and pro- 
visional repairs, designed to shorten the restoration period or to minimize 
its effect. Moreover, if the insured business is dependent upon one or more 
other concerns for the supply of materials, parts, or services, it may require 
a so-called “contingent use and occupancy” policy as a hedge against loss 
of earnings caused by physical damage to the supplier’s buildings, machinery, 


™ Gallopin v. Continental Casualty Co., 290 Ill. App. 8, 7 N.E.2d 771 (1st Dist. 
1937). 

76 See also Wilcox v. Massachusetts Protective Ass’n, 266 Mass. 230, 165 N.E. 429 
(1929); Rosenthal v. Ins. Co. of North America, 158 Wis. 550, 149 N.W. 155 (1914). 

7 The extended coverage cost was apparently about one-tenth of the basic fire 
premium. 
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or stock, and ensuing interruption of supply.7® Although some businesses 
find the cost of any use and occupancy insurance prohibitive, others, 
especially the larger manufacturing and mercantile enterprises, cannot afford 
not to afford it. 

One of the few legal issues that planners along this line need to anticipate 
is, naturally, the ubiquitous matter of income taxes in the event of an insured 
loss.” The older business interruption forms also bred occasional litigation 
over such ambiguities as “open” opposed to “valued” coverages ®° and the 
inclusion vel non of specific categories of consequential loss.8! Despite the 
fact that modern forms have allayed most of these doubts, the insurance 
parties still achieve a lawsuit now and then.®? But for the most part, business 
interruption seers now face the economic problem of accurately gauging 
potential losses over periods of fluctuating business activity and of selecting 
the optimum amounts and classes of coverage accordingly. Experienced 
legal counsel, of course, can play a significant advisory role. 


WARRANTY, MISREPRESENTATION, AND CONCEALMENT 


Common-Law and Statutory Background 


This triumvirate of booby-traps, with warranty at the forefront, attained 
common-law eminence in the realm of ocean marine insurance. For a long 
time, no doubt, they were essential to a reasonable bargaining security for 


the underwriters, who were dealing relatively without negotiating vantage 
in an era of extremely uncertain perils to British and early American ship- 
ping. Transplanted to life and fire insurance, however, the three doctrines 
in the well-motivated but frequently wooden hands of the courts have 
picked the pockets of insureds for more than a century. Happily, the great 


78 See discussion at p. 593 supra. 

7 See Merritt, Taxation of Proceeds of Use and Occupancy, or Business Interrup- 
tion, Insurance, 378 Ins. L. J. 475 (July 1954). 

80 E.g., Stuyvesant Ins. Co. v. Jacksonville Oil Mill, 10 F.2d 54 (6th Cir. 1926); 
O’Brien v. North River Ins. Co., 212 Fed. 102 (4th Cir. 1914). 

81 F.g., Michael v. Prussian Nat. Ins. Co., 171 N.Y. 25, 63 N.E. 810 (1902) (loss of 
“use and occupancy” does not include loss of profits in absence of express coverage); 
Nusbaum v. Hartford Fire Ins. Co., 276 Pa. 526, 120 Atl. 481 (1923) (employees’ salaries 
during interruption not covered without express inclusion). 

82 American Alliance Ins. Co. v. Keleket X-Ray Corp., 248 F.2d 920 (6th Cir. 
1957) (decontamination expenses, after radioactivating explosion, not shown to have 
reduced interruption losses); Hart-Bartlett-Sturtevant Grain Co. v. Aetna Ins. Co., 
293 S.W.2d 913 (Mo. 1956) (expense of reducing loss by provisional repair of grain 
elevator not allowable where insured failed to show expenditures required by insured 
explosion damage and those required by uninsured flood damage); Anchor Toy Corp. 
v. American Eagle Fire Ins. Co., 155 N.Y.S.2d 600 (Sup. Ct. 1956) (period of interrup- 
tion and liability where insured did not restore destroyed plant). The standard English 
business interruption form of 1939 is said to be so well drafted that it has produced 
no litigation in England since that time. See Riley, Consequential Loss Insurance—In- 
surance Aspects, 1957 J. Bus. L. 138. 















Winter] COMMERCIAL REAL ESTATE 603 


majority of fire policyholders, at least, sustained no losses and enjoyed a 
naive but lasting peace of mind wholly unwarranted by the law or by the 
insurers. 

Judicial and legislative patois from time to time has obscured the nature 
of an insurance warranty. There is agreement that it must be embodied in 
the policy,8 by contrast with collateral representations of the insured. 
Warranty is often set apart, however, from contractual “conditions,” where- 
as in form and function it is merely a particular kind of internal condition 
—just as an “excepted cause” provision, like “enemy attack by armed forces” 
in the standard fire policy, and the familiar provision in life insurance for 
lapse on account of premium default, are functionally special types. Ab- 
stract legal formulations should not control the future course of the law, 
but they can help to show where it has been. The best such reflective 
definition of warranty that I know of is found in the New York statutes: 


The term “warranty” as used in this section, means any provision of an 
insurance contract which has the effect of requiring, as a condition 
precedent of the taking effect of such contract or as a condition prece- 
dent of the insurer’s liability thereunder, the existence of a fact which 
tends to diminish, or the non-existence of a fact which tends to increase, 
the risk of the occurrence of any loss, damage, or injury within the 
coverage of the contract. The term “occurrence of loss, damage, or 
injury” shall be deemed to include the occurrence of death, disability, 
injury, or any other contingency insured against, and the term “risk” 
shall be deemed to include both physical and moral hazards.** 


It will be noted that warranty includes both “affirmative” warranties (ex- 
istence or non-existence of fact only at inception of the contract) and 
“promissory” or continuing warranties (existence or non-existence of fact 
for the duration of the contract). Furthermore, either kind is traditionally 
a condition of forfeiture: Breach may invalidate the policy regardless of 
any causative link with the insured event. In this aspect warranty is distinct 
from the “excepted cause” condition, which has no legal consequence with- 
out actual causation. It also differs from the modern “suspension” clause, 
like the “increase-of-hazard” and “unoccupancy” provisions of a fire policy, 
in that breach of the latter only suspends the coverage so long as the breach 
persists. (The last two distinctions have been erased by statute or decision 
in a very few instances.) ®° 

Much stricture of the warranty doctrine has been provoked by the 
horrendous holding of Lord Mansfield and his colleagues in De Hahn v. 
Hartley ®* that a policy is avoided by an immaterial deviation, i.e., a breach 


88 In ocean marine insurance, however, three warranties are implied by law, dealing 
with (1) seaworthiness, (2) deviation, and (3) illegality. 
8 NY. Ins. Law § 150. 


85 See discussion at p. 605 infra. 
861 T.R. 343 (1786). 
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of warranty which does not even increase the risk (probability) of loss, 
much less contribute to it. On this score, however, the criticism seems more 
noisy than cogent. Although the Hartleyesque plight has recrudesced in a 
handful of cases,87 the odds are well stacked against occurrence of breaches 
having no conceivable adverse effect upon any of the assumed risks. The 
real evil of warranty lay in the carriers’ consistent practice of exacting war- 
ranties in the first place that were unreasonable in scope or not serious loss- 
factors in common experience. The courts usually affixed their imprimaturs 
by declining to accept anything less than strict compliance. This is not to 
say that insurers have not always needed protection against knavish custo- 
mers, or that an insurance business could prosper without a manageable de- 
limitation of risks. Common-law warranty and its doctrinaire collaborators, 
misrepresentation and concealment, simply afforded such a plethora of pro- 
tection that in fact they aromatized a golden fleecing. 

Since life and fire insurance started to burgeon in the middle 1800's, 
however, the courts have contrived sporadically to blunt the thrust of war- 
ranty. Waiver and estoppel have been favored weapons,®* sometimes in 
dubiously appropriate circumstances. Otherwise, the main device has been 
insurance policy interpretation, ranging from the imaginative to the visceral. 
The process has often been a mystic one, and in cavalier disregard of the 
insurer’s purpose in using the contested language. Thus statements of in- 
sureds, incorporated into their policies and unmistakably intended as war- 
ranties, have been alchemized into “representations” and found either “im- 
material” or “substantially true” (the common-law diacritic of harmless 
misrepresentation and vitiating [if material] misrepresentation).®® And a 
warranty smacking of futurity may nevertheless be labeled “affirmative” 
rather than “promissory” as an avenue to the conclusion that conduct by 
the insured after the policy became effective was not in fact a breach.® As 
for policies covering more than one insured event, a few courts in amenable 
fact patterns have tended recently to construe warranties, even though 
breached, as “severable” and hence not applicable to the event that actually 


87 Jeffries v. Economical Mut. Life Ins. Co., 89 U.S. 47 (1875); Robinson v. Home 
Ins. Co., 73 F.2d 3 (5th Cir. 1934), cert. denied, 294 U.S. 712 (1935); Pollock v. Con- 
necticut Fire Ins. Co. of Hartford, 362 Ill. 313, 199 N.E. 816 (1936); Kansas Mut. Life 
Ins. Co. v. Pinson, 94 Tex. 553, 63 S.W. 531 (1901) (semble). 

88 For a penetrating and admirably compressed “new look” at waiver and estoppel, 
see Morris, Waiver and Estoppel in Insurance Policy Litigation, 105 U. Pa. L. Rev. 925 
(1957). 

89 Compare note 94 infra. See Minnesota Mut. Life Ins. Co. v. Link, 230 Ill. 273, 
82 N.E. 637 (1907); Provident Savings Life Assur. Soc’y v. Cannon, 103 Ill. App. 534 
(4th Dist. 1902), aff'd, 201 Ill. 260, 66 N.E. 388 (1903); Smith v. Monumental Life Ins. 
Co., 301 Ill. App. 217, 22 N.E.2d 399 (4th Dist. 1939), 25 Iowa L. Rev. 381 (1940). 


% Hosford v. Germania Fire Ins. Co., 127 U.S. 399 (1888); O’Neil v. Buffalo Fire 
Ins. Co., 3 N.Y. 122 (1849); Mayor, Lane & Co. v. Commercial Casualty Ins. Co., 169 
App. Div. 772, 155 N.Y. Supp. 75 (1st Dep’t 1915); Frisbie v. Fayette Mut. Ins. Co., 27 
Pa. St. 325 (1856). Contra, Joseph Gordon v. Mass Bonding & Ins. Co., 229 N.Y. 424, 
128 NE. 204 (1920); Price v. Century Indemnity Co., 333 Pa. 337, 5 A.2d 130 (1939). 
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occurred.®! This smokescreen of interpretation, of course, masks a basic 
departure from the common-law attitude toward immaterial breach. One 
or two other courts have eschewed an interpretive runaround by extracting 
from the hat a doctrine of “substantial” compliance.®? Probably the most 
important judicial innovation is the view, apparently somewhat contagious, 
that temporary breach of a continuing warranty does not bar recovery if 
the breach in fact and in risk-effect terminated before the loss occurred. 
The warranty is substantially converted into a mere suspension clause. 
Several legislatures have tried to soften the law of insurance warranty, 
but with the exception of life insurance and related types, little has been 
disturbed. The statutes are spotty, and rarely divert issues of property war- 
ranty from a common-law fate or a beneficent, non-statutory evasion. As 
a matter of general applicability, only one state, Nebraska, provides that a 
breach of warranty is inconsequential unless it actually contributes to the 
insured loss.®*° A bizarre New Hampshire statute, drafted with inscrutable 
frugality and unglossed by judicial construction, may apply to some war- 
ranties in property insurance.® If so, it seems to permit avoidance in the 


%1 Diesinger v. American & Foreign Ins. Co., 138 F.2d 91 (3d Cir. 1943); Smith v. 
Penn Township Ass’n, 323 Pa. 93, 186 Atl. 130 (1936); Bethune v. New York Under- 
writers Ins. Co., 98 F. Supp. 366 (D.S.C. 1951). The severability rule has been adopted 
by statute in New York. N.Y. Ins. Law § 150(2). 


82 Cady v. Imperial Ins. Co., 4 Fed. Cas. 984 (C.C.D.R.I. 1873). See Houghton v. 
Manufacturer’s Mut. Fire Ins. Co., 49 Mass. 114, 122 (1844). 

93 F.g., Henjes v. Aetna Ins. Co., 132 F.2d 715 (2d Cir. 1943); Smith v. Penn. Tp. 
Mut. Fire Ass’n, 323 Pa. 93, 186 Atl. 130 (1936). Contra, Imperial Fire Ins. Co. v. Coos 
County, 151 U.S. 452 (1894); Wallace v. Virginia Surety Co., 80 Ga. App. 50, 55 S.E.2d 
259 (1949), 5 Ark. L. Rev. 95 (1951). 

%4 A majority of the states have statutes making “all statements” by the life insur- 
ance applicant representations rather than warranties, notwithstanding any provision in 
the policy or application to the contrary. See, e.g., N.Y. Ins. Law § 142(3); Legis. Note, 
32 Cotum. L. REv. 522 n.4 (1932). Generally, the effect is twofold: (1) A misrepresenta- 
tion has no effect unless it is “material” in the sense that it would have adversely 
affected a reasonable insurer’s appraisal of the risk, or, in some courts, the individual 
insurer’s appraisal. (2) In any event, a representation by the insured need only be 
“substantially true.” If it is, it is not considered a misrepresentation. Thus the legal 
incidents of immaterial breach and literal but insubstantial falsity of warranty do not 
attach to representations, even at the common law. 


%5 Nes. Rev. Strat. § 44-358 (Supp. 1952). To a more limited extent, a few others 
adopt the contribution-to-loss requirement. Iowa Cope ANN. §§ 515.101, 515.102 (Supp. 
1952) (burden is on insured to show that breach did not contribute; several common 
warranties are excepted from the statute); Muicu. Stat. ANN. § 24.12836 (1957) (con- 
tribution to loss or, alternatively, existence of breach at time of loss); Trex. Civ. Star. 
ANN. art. 6.14 (Vernon 1952) (fire insurance on personal property). Cf. Ark. Stat. ANN. 
§ 66-523 (1947) (substantial compliance sufficient in fire insurance on personal property). 

96“A policy shall not be avoided by reason of any mistake or misrepresentation, 
unless it appears to have been intentionally and fraudulently made, or unless the differ- 
ence between the property as it was represented and the property as it really existed 
contributed to the loss; but the sum insured by the policy shall be taken to be such 
fractional part of the sum mentioned therein as the premium paid by the insured is of the 
premium which he ought to have paid, not exceeding in any event the value of his 
interest in the property.” (Emphasis added.) N.H. Rev. Laws c. 326, § 4 (1942). 
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event either of fraudulent breach or breach contributing to the loss. Neither 
of those criteria being met, a false warranty would reduce the face amount 
of insurance proportionately to the difference, if any, between the premium 
paid by the insured and the premium he ought to have paid in light of the 
true facts.®°’ This solution is insoluble.®* Under the largest class of general 
warranty legislation, extant in IIlinois ® and six other states,! a breach of 
warranty has no legal effect, realistically, unless it is material to the risk. 
In this context “materiality” ordinarily connotes a discernible increase in the 
physical or moral hazard, although it has a fuzzy, double-barrelled meaning 
in the Illinois statute.1°! Most of this group also sanction a forfeiture, 
alternatively, for false warranty “made with actual intent to deceive.” But 
a fraudulent warranty without an accompanying increase of risk is even 
less likely to occur than an innocent immaterial breach, and the latter is 
improbable enough. Another statutory cluster differentiates “material war- 
ranty or other provision” from “immaterial provision.” Violation of the 
former avoids the policy, whereas violation of the latter does not—unless 
the policy expressly says so.1°? If the drafters meant to reject the common 
law’s deferential treatment of immaterial breach of warranty, they could 
hardly have chosen clumsier or more futile language.!°* The courts con- 
cerned have not yet essayed a literal application—a fact which is not to be 
deplored. 

The upshot is that none of these legislative categories, aside from Ne- 
braska’s perhaps,!% have notably influenced the course of warranty litigation. 
Much the same may be said of the misrepresentation cases. Some of the 
warranty statutes already mentioned operate similarly, by their terms, upon 


87 With reference to misstatements of age by life insureds, the same reduction 
principle appears in a number of statutes requiring various standard provisions for life 
insurance policies. See, e.g., Int. Rev. Stat. c. 73, § 836(d) (1957); N.Y. Ins. Law § 
155(1) (d). 

8 Most fire losses being partial ones, a proportionate reduction of the face amount 
often would not impair the amount of recovery. Nor does the statute cover adequately, 
if at all, the case of a risk that would be uninsurable if the breach-facts were known. 

% Itt. Rev. Stat. c. 73, § 766 (1957). 

100 Ara, Cope tit. 28. § 6 (Supp. 1951); Mass. Laws ANN. c. 175, § 186 (Supp. 1952); 
Nev. Comp. Laws § 3656.48 (Supp. 1945); N.Y. Ins. Law § 150(2); Tenn. Cope ANN. 
§ 56-1103 (1955); Was. Strat. § 209.06 (1951). Under the Wisconsin act a breach of 
warranty has no effect unless it (1) exists at the time of loss, or (2) contributes to the 
loss, or (3) increases the risk of loss. The three alternatives make this essentially an 
“increase-of-risk” statute. Although any breach contributing to the loss necessarily 
entails an increase of risk, the converse does not always occur. 

101 See text of the statute at p. 607 infra; Ehrenzweig and Kessler, Misrepresentation 
and False Warranty in the Illinois Insurance Code, 9 U. Cu. L. Rev. 209, 213-14 (1942). 

102 Cat. Ins. Cone §§ 440-49; Mont. Rev. Cope §§ 40-501 to -510 (Supp. 1953); 
N.D. Rev. Cone §§ 26-0314 to -0321 (1943); S.D. Cone §§ 31.0521 to .0526 (Supp. 1952). 

103 See PATTERSON, ESSENTIALS OF INSURANCE Law 367-69 (2d ed. 1957). 

104 See Johnson v. Caledonian Ins. Co., 125 Neb. 759, 251 N.W. 821 (1933); Mayfield 
v. North River Ins. Co., 122 Neb. 63, 239 N.W. 197 (1931). 





























WinTER] COMMERCIAL REAL ESTATE 607 


representation. Several other legislatures have either ignored warranty while 
experimenting with represertation, or have handled the latter separately. 
In general, they have left fairly intact the common-law view that only a 
material misrepresentation made by ‘the insured in inducing the contract will 
avoid it, although there is considerable variance concerning the proper 
standard of materiality and the effect of a fraudulent intent.1% Only four 
states require a contribution to the loss by the matter misrepresented as the 
exclusive test of avoidance.!%* 

It should not be assumed, however, that the warranty and representation 
statutes have not spawned a good many important issues of interpretation, 
as well as a judicial foofaraw on occasion. The Illinois enactment of 1937 
affords one instance: 


No misrepresentation or false warranty made by the insured or in his 
behalf in the negotiation for a policy of insurance, or breach of a con- 
dition of such policy shall defeat or avoid the policy or prevent its 
attaching unless such misrepresentation, false warranty or condition 
shall have been stated in the policy or endorsement or rider attached 
thereto, or in the written application therefor, of which a copy is 
attached to or endorsed on the policy, and made a part thereof. No such 
misrepresentation or false warranty shall defeat or avoid the policy un- 
less it shall have been made with actual intent to deceive or materially 
affects either the acceptance of the risk or the hazard assumed by the 
company. This section shall not apply to policies of marine or trans- 
portation insurance.1°7 


The Illinois Supreme Court has not yet settled the question whether the 
disjunctive “or” (separating “intent to deceive” and “materially affects”) 
means what it says. A few of the lower courts in misrepresentation cases 
have construed this “or” to mean “and,” with the effect that the insured or 
beneficiary wins unless the insurer can prove both fraudulent intent and 
materiality—usually to a jury’s satisfaction.!°° This is a heavy burden in- 


105 See Ca. Ins. Cope §§ 334, 354-60, 10380; Conn. Gen. Stat. § 6182 (1949); D.C. 
Cope § 35-414 (Supp. 1952); La. Rev. Srat. § 22:619 (1950); Micu. Comp. Laws § 522.3 
(Supp. 1952); Minn. Stat. ANN. § 60.85 (Supp. 1952); Mont. Rev. Cope §§ 40-305, 40- 
315 to 40-321 (Supp. 1952); Nev. Comp. Laws § 3656.48 (Supp. 1945); N.H. Rev. Laws 
c. 331, § 15 (1942); N.Y. Ins. Law § 149; N.D. Rev. Cope §§ 26-0224 to -0228 (Supp. 
1949); Onto Rev. Cope § 3911.06 (1953); Pa. Stat. ANN. tit. 40, § 757 (Purdon 1954); 
S.C. Cone § 37-451 (1952); S.D. Code §§ 31.0515 to .0519 (Supp. 1952); Trex. Crv. Srat. 
ANN. art. 21.16 (Vernon 1952); Utan Cope Ann. § 31-19-8 (1953); Vr. Strat. §§ 9220, 
9244 (1947); Wasn. Rev. Cope § 48.18.090 (1952); Was. Srat. § 209.07 (1951); Wyo. 
Comp. Stat. ANN. § 52-706 (Supp. 1952). 

106 Kan. Gen. Stat. § 40-418 (Supp. 1953); Mo. Rev. Strat. §§ 376.580, 377.340 
(1949); Oxta. Stat. ANN. tit. 36, § 665 (1952); R.I. Gen. Laws c. 153, § 12 (1938). 

107 Tuy, Rev. Stat. c. 73, § 766 (1957). (Emphasis added.) 

108T.a Penta v. Mutual Trust Life Ins. Co., 4 Ill. App. 2d 60, 123 N.E.2d 165 (1st 
Dist. 1954); Mid-States Ins. Co. v. Brandon, 340 Ill. App. 470, 92 N.E.2d 540 (1st Dist. 
1950); Hamberg v. Mutual Life Ins. Co. of New York, 322 Ill. App. 138, 5¢ N.E.2d 227 
(1st Dist. 1944). 
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deed, except for the case where a misrepresentation happens to be material 
as a matter of law and at the same time so palpably material as to compel 
an inference of fraud.1°° An opposing group of appellate decisions, including 
a good one with an energetic dissent this year.1!° have adopted a literal 
interpretation: Either fraud or materiality will defeat recovery.141 What- 
ever the desideratum, the Illinois statute needs clarifying amendment, in this 
and other respects,11? 

The doctrine of concealment also originated in a matrix of marine in- 
surance litigation, in which it was applied—and still is—similarly to the mis- 
representation rule. Even innocent nondisclosure by the applicant of a ma- 
terial fact, prior to issuance of his insurance, was a ground of avoidance. 
The English view remains unchanged in all branches of insurance.1!* Unlike 
warranty and misrepresentation, however, concealment in fire, life, and 
other non-marine cases has undergone a candid judicial erosion in most 
American jurisdictions, largely because of a trenchant analysis of the under- 
writing distinctions by Circuit Judge Taft 114 in Penn Mut. Life Ins. Co. v. 
Mechanics Savings Bank & Trust Co.1!> The modified rule requires fraudu- 


109 F.g., Lawrence v. Connecticut Mut. Life Ins. Co., 91 F.2d 381 (6th Cir. 1937); 
Sambles v. Metropolitan Life Ins. Co., 158 Ohio St. 233, 108 N.E.2d 321 (1952); Freed- 
man v. Mutual Ins. Co., 342 Pa. 404, 21 A.2d 81 (1941); Perry v. Continental Ins. Co., 
178 Wash. 24, 33 P.2d 661 (1934) (fire insurance), 9 Wasu. L. Rev. 168. 

110 Campbell v. Prudential Ins. Co. of America, 147 N.E.2d 404 (Ill. App. 1958). 


111 Jessen v. Aetna Life Ins. Co., 209 F.2d 453 (7th Cir. 1954); Massachusetts Mut. 
Life Ins. Co. v. Reichenthal, 138 F. Supp. 440 (S.D. Ill. 1956); Weber v. John Hancock 
Mut. Life Ins. Co., 267 Wis. 647, 66 N.W.2d 672 (1954) (applying Illinois law). See also 
Weinstein v. Metropolitan Life Ins. Co., 327 Ill. 571, 60 N.E.2d 207 (1945) (statute not 
mentioned by Illinois Supreme Court; materiality alone held sufficient to avoid policy); 
Cox v. Equitable Life Assur. Soc. of the United States, 333 Ill. App. 207, 76 N.E.2d 529 
(2d Dist. 1948) (same); Blanchard v. Jackson Funeral System Ass’n, 327 Ill. App. 290, 
64 N.E.2d 201 (1st Dist. 1946) (same). Cf. 1954 U. Itt. L. Forum 131. In this writer’s 
opinion, if misrepresentation is to continue as a ground of avoidance (and I think it 
should, at least in life and health insurance), the element of fraud should be excised 
from the statute, provided that a sensible standard of materiality is observed. The 
insurer must prove materiality, and its application interrogatories to the insured today 
are generally quite reasonable. An insurance company’s assets should not be squandered 
in the hidden name of charity merely because an insured or his beneficiary may argue 
convincingly that the misstatement in question was “inadvertent,” i.e., the insured was 
too witless to realize that a specific question put to him in writing was anything but 
an invitation to casual chatter. (Occasional skulduggery by a soliciting agent in filling 
out the application is another problem.) Moreover, in the great majority of modern 
life insurance cases the “incontestable clause” after two years will have insulated even 
the fraudulent insured from the dire consequence of material misrepresentation at the 
common law. Of course, there are qualifying and opposing arguments. See Ehrenzweig 
and Kessler, Misrepresentation and False Warranty in the Illinois Insurance Code, 9 
U. Cur. L. Rev. 209, 215-17 (1942); Campbell v. Prudential Ins. Co. of America, supra 
note 110 (dissent). 

112 See Ehrenzweig and Kessler, supra note 111, at 212-15. 


1138 Locker & Woolf, Ltd. v. Western Australian Ins. Co., [1936] 1 K.B. 408 (fire 
insurance); Horne v. Poland, [1922] 2 K.B. 364 (burglary insurance). 

114Tater President and Chief Justice, successively. 

115 72 Fed. 413 (6th Cir. 1896). 
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lent intent, i.e., knowledge of materiality.1° Even so, it has been argued 
forcefully that the doctrine of concealment is more confusing than worth- 


~ while, and should be abolished.217 


The 1943 New York Standard Fire Policy 


The preceding sketch, broad-brushed as it is, may appear somewhat 
astray of commercial real estate insurance. It is also true that misrepresenta- 
tion problems arise preponderantly in life insurance, since the casualty and 
fire carriers do not normally consider exhaustive representations essential to 
a prudent selection of risks.1!8 Concealment issues will continue to disclose 
themselves mainly in property insurance, however, and it should be noted 
that the 1943 New York Standard Fire Policy provides for avoidance “if the 
insured has wilfully 4° concealed or misrepresented any material fact.” War- 
ranties still flourish within 12° and without the arcane depths of ocean marine 
insurance. Usually “promissory,” they are commonly exacted in non-marine 
business coverages of crime, motor vehicle, inland transportation, and liabil- 
ity risks.124 

As for real estate, most of the older fire insurance warranties—and all 
of the oppressive ones—were dramatically omitted from the 1943 standard 


116 F.g., Clark v. Manufacturers’ Ins. Co., 8 How. 235 (U.S. 1850); Roberts v. 
Hartford Fire Ins. Co., 177 F.2d 811 (7th Cir. 1949) (Illinois law); Stecher v. American 
Home Fire Assur. Co., 299 N.Y. 1, 84 N.E.2d 797 (1949); Hartford Protection Ins. Co. 
v. Harmer, 2 Ohio St. 452 (1853). Contra, Davis Scofield Co. v. Agricultural Ins. Co., 
109 Conn. 673, 145 Atl. 38 (1929) (fire insurance); Home Ins. Co. v. Berry, 175 Va. 447, 
9 S.E.2d 290 (1940) (same). Only four states have statutes dealing with concealment. 
California’s has been construed as codifying the marine rule for all branches. Cat. INs. 
Cope § 331; Gates v. General Casualty Co. of America, 120 F.2d 925 (9th Cir. 1941). 
The Dakotas seem in line with California, but the Montana statute is equivocal. Mont. 
Rev. Cones ANN. §§ 40-301 to -310 (1947); N.D. Rev. Cope §§ 26-0213 to -0221 (1943); 
S.D. Cope §§ 31.0506-.0513, 31.0520 (1939). 

117See Harnett, The Doctrine of Concealment: A Remnant in the Law of In- 
surance, 15 Law & Contemp. Pros. 391 (1950). 


118 But see Garvey v. Old Colony Ins. Co., 153 F. Supp. 755 (E.D.N.C. 1957) (im- 
material misrepresentation in fire insurance); Connecticut Indemnity Co. v. Kelley, 301 
S.W.2d 584 (Ky. 1957) (alleged misrepresentation in fire insurance). Cf. Chaachou v. 
American Central Ins. Co., 241 F.2d 889 (5th Cir. 1957) (fraudulent misrepresentation 
after windstorm loss); Renner v. Firemen’s Ins. Co., 136 F. Supp. 114 (E.D. Tenn. 1955) 
(innocent misrepresentation after fire loss). 

119 Emphasis added. 

120 See, e.g., Wilburn Boat Co. v. Firemen’s Fund Ins. Co., 348 U.S. 310 (1955). 

121 Matusek Academy of Music, Inc. v. National Surety Corp., 210 F.2d 333 (7th 
Cir. 1954) (Illinois case: burglar alarm warranty); Fidelity-Phenix Fire Ins. Co. v. Pilot 
Freight Carriers, Inc., 193 F.2d 812 (4th Cir. 1952) (alarm warranties in truck-carrier 
policy); Diesinger v. American & Foreign Ins. Co., 138 F.2d 91 (3d Cir. 1943) (show 
window contents warranty in jeweler’s block policy); Wallace v. Virginia Surety Co., 
80 Ga. App. 50, 55 S.E.2d 259 (1949) (“commercial radius” endorsement in motor fleet 
liability policy), 5 Ark. L. Rev. 95 (1951); J. G. Ries & Sons, Inc. v. Automobile Ins. 
Co., 121 N.J.L. 493, 3 A.2d 610 (1938) (watchman’s warranty in theft policy); Ehrlich 
v. United States Fidelity & Guaranty Co., 356 Pa. 417, 51 A.2d 794 (1947) (personal in- 
spection warranty in liability policy). 





Wn aN 0h 3 td ae es ahaa ee ai 


EROS Pil esa RIT te WER a SUN 





610 INSURANCE OF BUSINESS RISKS [Vor. 1957 


policy, now used, with minor variations, in virtually all of the United States. 
This form was proposed by the carriers under pressure from the New York 
Legislature, New York insurance department, and the National Association 
of Insurance Commissioners, with catalysis from an egregious Illinois de- 
cision 12? and the telling reprobation in its wake.!*8 All but one of the 
notorious “moral hazard” warranties !24 were deleted, as were most of the 
physical hazard warranties.12° The insurer, however, may opt to control 
the moral hazard inherent in overinsurance by appending to the 1943 policy 
a restrictive or prohibitive “other insurance” endorsement, such as the fol- 
lowing: 


Other Insurance—Total insurance, including this policy, is limited to 
the following amounts: Item 1, $25,000.00 [Item 1 covering the build- 
ing]. 
These limitations have been strictly enforced without judicial inquiry into 
materiality of the breach, and in the process held not qualified either by the 


122 Pollock v. Connecticut Fire Ins. Co., 362 Ill. 313, 199 N.E. 816 (1936) (recovery 
of lightning loss barred by breach of “unconditional and sole ownership” warranty). 

123See Goble, Moral Hazard Clauses of the Standard Fire Insurance Policy, 37 
Cotum. L. Rev. 410 (1937); Goble, The Proposed Revised Standard Fire Insurance 
Policy, 27 A.B.A.J. 164 (1941). 

124 These clauses dealt with situations which, so the carriers thought, posed undue 
temptations to intentional, insurance-motivated destruction. The pre-existing policy in 
widest use (1918 New York Standard) contained the following: “This entire policy 
shall be void, unless otherwise provided by agreement in writing added hereto, (a) if 
the interest of the insured be other than unconditional and sole ownership; or (b) if 
the subject of insurance be a building on ground not owned by the insured in fee simple; 
or (c) if, with the knowledge of the insured, foreclosure proceedings be commenced 
or notice given of sale of any property insured hereunder by reason of any mortgage 
or trust deed; or (d) if any change, other than by the death of an insured, take place 
in the interest, title or possession of the subject of insurance (except change of occupants 
without increase of hazard); or (e) if this policy be assigned before a loss. Unless 
otherwise provided by agreement in writing added hereto this Company shall not be 
liable for loss or damage occurring (a) while the insured shall have any other contract 
of insurance, whether valid or not, on property covered in whole or in part by this 
policy. . . . Unless otherwise provided by agreement in writing added hereto this 
Company shall not be liable for loss or damage to any property insured hereunder 
while incumbered by a chattel mortgage, and during the time of such incumbrance this 
Company shall be liable only for loss or damage to any other property insured here- 
under.” See Gosie, Cases ON INsuRANCE 570-72, 618-19 (2d ed. 1949) (excellent sum- 
mary of fire policy evolution). 

125 The most objectionable of these in the 1918 New York policy was the “pro- 
hibited articles” suspension clause: “Unless otherwise provided by agreement in writing 
added hereto this Company shall not be liable for loss or damage occurring ... (d) while 
illuminating gas or vapor is generated on the described premises; or while (any usage 
or custom to the contrary notwithstanding) there is kept, used or allowed on the de- 
scribed premises fireworks, greek fire, phosphorus, explosives, benzine, gasolene, naphtha 
or any other petroleum product of greater inflammability than kerosene oil, gunpowder 
exceeding twenty-five pounds, or kerosene oil exceeding five barrels. . . .” 
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policy’s “pro rata liability” clause or by a state’s “valued policy” statute.!?¢ 
Where both or all of the outstanding policies contain restrictions on addi- 
tional insurance, the insured is likely to find himself completely unpro- 
tected.127 Superficially this may seem to be an unduly harsh predicament. 
“The insured having paid premiums to both insurers,” it has been contended 
that concurrent fire carriers ought to be satisfied with a prorated liability.1?8 
The argument is presently supported in real estate underwriting by a preva- 
lent failure to use the “other insurance” escape endorsement. But in certain 
cases proration alone may not be an adequate curb on the moral hazard, 
especially in localities having little or no fire-fighting apparatus. The in- 
surers’ counterargument is that there might have been no loss at all had the 
insured not thought he was overinsured. Arguably, the serenity of mind 
attending excessive insurance conduces to excessive negligence, and even 
incendiarism, if reasonably adroit, is hard to pin down. For the innocent 
overinsured, the moral of the story is the most popularly unobserved moral 
in the United States: Do a modicum of advance planning and read your 
policies. 

Two other express warranties, in the form of “while” clauses, are re- 
tained by the 1943 policy. Violation of either merely suspends the insur- 
ance, and subsequent to a terminated, non-contributing breach, a loss will 
be covered.!2® (Nevertheless, “suspension” clauses functionally are true 
warranties, since for the breach duration a potential cause of loss hovers as 
a fulfilled condition of avoidance.) The provisions referred to are the in- 
crease-of-hazard and unoccupancy physical hazard warranties.4° Except 
to the extent that physical hazard increases may involve degrees of care- 
lessness, increases of moral hazard are beyond the scope of the former 
clause.!*!_ Accidental as well as negligent increases of physical hazard, how- 


126 Aetna Ins. Co. v. Jeremiah, 187 F.2d 95 (10th Cir. 1951); Graham v. American 
Eagle Fire Ins. Co., 182 F.2d 500 (4th Cir. 1950); Hunter v. United Fidelity & Guaranty 
Co., 86 So.2d 421 (Fla. 1956); Watson v. Farmers Co-op Fire Ins. Co., 151 N.Y.S.2d 
321 (Sup. Ct. 1956). Cf. American Central Ins. Co. v. Meredith, 87 So. 2d 871 (Miss. 1956) 
(waiver through knowledge of local agent). 


127 Aetna Ins. Co. v. Jeremiah, supra note 126, 4 Baytor L. Rev. 531 (1952), 25 
Temp. L.Q. 210 (1951). 

128 See Note, Conflicting Interpretations of “Other Insurance” Clauses, 28 Inv. L.J. 
429, 436 (1953). 

129 See Note, 30 N.C.L. Rev. 437 (1952). 


130 “Conditions suspending or restricting insurance. Unless other provided in writ- 
ing added hereto this Company shall not be liable for loss occurring (a) while the 
hazard is increased by any means within the control or knowledge of the insured; or 
(b) while a described building, whether intended for occupancy by owner or tenant, 
is vacant or unoccupied beyond a period of sixty consecutive days. .. .” These clauses 
are the same as their forerunning counterparts, except that the vacancy-unoccupancy 
period was liberalized from ten to sixty days. 

181 Ampersand Hotel Co. v. Home Ins. Co., 198 N.Y. 495, 91 N.E. 1099 (1910); 
Williamsburg City Fire Ins. Co. v. Weeks Drug Co., 103 Tex. 608, 132 S.W. 121, 133 
S.W. 1097 (1910). 
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ever, are within it, although there is a distinct tendency to construe in- 
creases “by any means within the control or knowledge of the insured” as 
“within the control and knowledge.” 132. Most of the cases have also excluded 
“casual or temporary” fluctuations from the operation of this warranty.)*% 
“The term ‘increase of hazard’ denotes an alteration or change in the situa- 
tion or condition of the property insured, which tends to increase the risk. 
These words imply something of duration. .. .” 44 The “vacancy or un- 
occupancy” clause, significant chiefly in residential coverages, has had di- 
vergent readings in the courts.1%5 Regardless of its obvious purpose, a few 
philanthropic interpretations have come down and will probably recur. 

One more species of physical hazard warranty is a possible bone of 
contention in modern fire insurance, viz., the “descriptive” warranty. Not 
in the shape of a formal condition, it consists of no more than words de- 
scribing the construction, type of occupancy, protection, or exposure of 
the premises. If such words are clearly relevant to the probability of an 
insured loss, they are logically construable as a warranty—especially if other 
language in the descriptive form will serve to identify the risk accurately.1%¢ 
Thus a 1949 California decision characterized the fire policy phrase “while 
occupied as a barber shop” as a warranty, and found a breach in partial 
use of the building as a tailor shop.187 Descriptive warranties, however, 


182 See American Manufacturers Mut. Ins. Co. v. Wilson-Keith & Co., 247 F.2d 
249, 259 (8th Cir. 1957); Goldman v. Piedmont Fire Ins. Co., 198 F.2d 712 (3d Cir. 
1952). 

183 American Manufacturers Mut. Ins. Co. v. Wilson-Keith & Co., supra note 132 
(“usual and incidental” increase of hazard); Centennial Ins. Co. v. Ramsey, 193 F.2d 
640 (5th Cir. 1952); Bouchard v. Dirigo Mut. Fire Ins. Co., 113 Me. 17, 92 Atl. 899 
(1915); Thomson & Kelly Co. v. United States Merchants & Shippers Ins. Co., 263 Mass. 
181, 160 N.E. 668 (1928). 

134 Orient Ins. Co. v. Cox, 218 Ark. 804, 238 S.W.2d 757, 761 (1951). Cf. Weininger 
v. Metropolitan Fire Ins. Co., 359 Ill. 584, 195 N.E. 420 (1935) (keeping small quantity of 
gasoline on premises held not a breach of 1918 “prohibited articles” clause, supra note 
125). 

135 Compare Foley v. Sonoma County Farmers’ Mut. Fire Ins. Co., 18 Cal. 2d 232, 
115 P.2d 1 (1941), with Kinneer v. Southwestern Mut. Fire Ass’n, 322 Pa. 100, 185 Atl. 
194 (1936). 

136 Perhaps the leading American case is Wood v. Hartford Fire Ins. Co., 13 Conn. 
533, 35 Am. Dec. 92 (1840) (description of building as “paper-mill” held a warranty). 

187 Rizzoto v. National Reserve Ins. Co., 92 Cal. App. 2d 143, 206 P.2d 431 (1949). 
See also Stivers v. National American Ins. Co., 247 F.2d 921 (9th Cir. 1957) (breach of 
descriptive warranty “while occupied as packing house and loading platform”); Graff 
v. National Liberty Ins. Co., 107 Kan. 648, 193 Pac. 356 (1910) (“dwelling house”); 
Burleigh v. Gebhard Fire Ins. Co., 90 N.Y. 220 (1882) (“detached at least 100 feet”); 
Fowler v. Aetna Fire Ins. Co., 6 Cow. 673 (N.Y. 1827) (“filled in with brick”). Cf. 
Holland v. Caledonian Ins. Co., 149 F. Supp. 476 (W.D. La. 1957) (description of resi- 
dence specifying number of feet from adjacent structure held not a descriptive war- 
ranty); Insurance Co. of North America v. Lapidus, 123 A.2d 597 (Md. 1956) (use “for 
mercantile, manufacturing, or farming purposes” would suspend coverage, but occasional 
sales of scrap lumber outside building held not a “mercantile” use); City of Fall River 
v. Aetna Ins. Co., 219 Mass. 454, 107 N.E. 367 (1914) (“occupied as a contagious hos- 
pital” not a descriptive warranty). 
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have not had a big play in realty insurance litigation. No doubt this is due 
. in large part to a relative paucity of deviations, waiver by the carriers, and 
an efficient circumscription of risks by the formal conditions. 


CONCLUSION 


In 1950 these fulminations, among others, tattered the pages of the 
American Bar Association Journal: 





After the fire you consult your policy and the agent from whom you 
purchased supposed security. You prepare the proofs of loss, complete 
inventories and file with the company underwriting your loss the neces- 
sary papers. You contemplate payment of the principal sum of your 
policy, in the event of a complete loss, within a reasonable time. Perhaps 
in a discussion of fire insurance with business associates someone has 
mentioned that a negligible few fire losses ever are paid to the full value 
of policies; that the insurance companies scale down losses under a 
thousand and one devious procedures and claims, and that the average 
fire loss sufferer settles a claim for less than the value of his policy to 
escape financial inconvenience or expensive litigation. You give little 
note to these observations until you join at the scene of your fire the 
company agent and the new character introduced on the scene at this 
juncture—the “adjuster.” 

This noble exponent of equity is the shock absorber of the insurance 
: octopus and emerges at the time of a loss from an octopus-owned, 
4 operated and inspired “adjustment bureau” to conduct the three-ring 
: circus that follows your filing of the proof of loss. 

This man knows all the answers the insurance company wants you to 
have in your dilemma. If you are skilled in your ability to estimate 
human values, you'll convince yourself in a hurry that he is a “company 
man.” He reflects many of the attributes of Simon Legree, Satan, the 
county coroner and the oily politician. His professional airs are most 
overwhelming (he believes) and you are not overly impressed by his 
regal and austere approach to the subject. 

He rakes through the ashes of what was once your home and castle. 
You believe your eyes when you observe what you have reason to 
know is a 100 per cent incineration. To you there is nothing left of 
your home; there is nothing to salvage. “Complete destruction? And 
you expect payment of the face value of your policy?” He scowls as 
he makes the observation. “Perhaps we should admit some liability,” 
he condescendingly admits. “I believe we can offer you a substantial 
sum for partial loss,”—substantial to him means ten per cent. “Look! 
The stone foundation still stands!” Like an automaton he can see in 
his mind’s eye only the provisions of the section of the policy under 
“stipulations and conditions” entitled in the Standard Form “Ascertain- 
ment of amount of loss.” 158 





138 W, Jefferson Davis, What Is Your Fire Insurance Policy Worth?—The Evils of 
the Standard Insurance Form, 36 A.B.A.J. 275, 276 (1950). 
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Most of the author’s remarks were aimed at the pre-1943 fire policy forms, 
but of course the adjustment sin on which he animadverts cannot be purged 
by a mere form. The average insured, and particularly the businessman ex- 
posed to multiple risks, needs a competent and tenacious lawyer from plan- 
ning through claiming. Much could be said about the legal and psycho- 
economic facets of the appraisal clause in the 1943 standard policy.'%® 
Fortunately, much has been said, and well, in a recent pair of articles pub- 
lished by the Miami Law Quarterly.1*° This study should be in the office of 
every attorney concerned with property insurance. 

The future of business risk insurance in the space age is sure to parallel 
that of commerce generally. When the entrepreneur is routinely beset by 
air-bubble fire and meteoritic hazards on lunar real estate, or dust and carbon 
dioxide saturation on Venus, the underwriters will be ready, in the classic 
Lombard Street tradition. Such problems are no longer a chimera. They 
are simply obscure. 


189 “A ppraisal. In case the insured and this Company shall fail to agree as to the 
actual cash value or the amount of loss, then, on the written demand of either, each 
shall select a competent and disinterested appraiser and notify the other of the appraiser 
selected within twenty days of such demand. The appraisers shall first select a compe- 
tent and disinterested umpire; and failing for fifteen days to agree upon such umpire, 
then, on request of the insured or this Company, such umpire shall be selected by a 
judge of a court of record in the State in which the property covered is located. The 
appraisers shall then appraise the loss, stating separately actual cash value and loss to 
each item; and, failing to agree, shall submit their differences, only, to the umpire. 
An award in writing, so itemized, of any two when filed with this Company shall 
determine the amount of actual cash value and loss. Each appraiser shall be paid by the 
party selecting him and the expenses of appraisal and umpire shall be paid by the 
parties equally.” 

140 Sturges and Sturges, Appraisals of Loss and Damage under Insurance Policies, 11 
Miami L.Q. 1 (Fall 1956); id. (Part II), 11 Miami L.Q. 323 (Spring 1957). See also 
1953 U. Int. L. Forum 485. 














INSURANCE OF DIVIDED INTERESTS 


JOHN T. EVEN * 


INTRODUCTION 
IT WOULD BE EXTREMELY DIFFICULT to discuss the insuring 


of divided interests without first briefly reviewing an important provision 
of the current form of contract used by the fire insurance industry. 

The first standard fire insurance policy form was adopted in Massa- 
chusetts in 1873, and in 1886 New York adopted a standard fire policy 
which was prepared by a committee of the New York Board of Fire 
Underwriters as a result of legislative demand for a standard form. In 
1913 the legislature of New York again took the lead in adopting a joint 
resolution directing the Superintendent of Insurance to prepare and submit 
to the National Convention of Insurance Commissioners a request for the 
appointment of a committee to study and recommend any changes in the 
policy which the committee might deem necessary. The result of this 
labor was the so-called “new” New York Standard Fire Insurance Policy, 
which became effective in New York on January 1, 1918. 

Public and company interest both contributed to the adoption of the 
1943 standard policy, which is the contract in use in practically all of the 
states. 

We should be guided by the objectives of the framers of the policy in 
considering its provisions. It was to give the insuring public a policy more 
liberal and far broader than that in use. 

Mr. Julian Lucas, in an address made in May 1943, said: 


“It’s a simple contract, meets modern business conditions, gives far 
better protection to the home owner and small business man, and is a 
contract fair and equitable not only to the insuring public, but to the 
insuring company as well.” 1 


The policy contains a limit upon the amount of collectible loss: 
“....» [N]or in any event for more than the interest of the insured... .” ? 


The policy insures to the extent of the actual cash value at the time 
of the loss: 


*JOHN T. EVEN. B.S. 1928, Armour Institute of Technology; LL.B. 
1931, LL.M. 1933, Chicago-Kent College of Law; member, Insurance 
Law Committee, Chicago Bar Association; Chairman, Committee on 
Insurance Provisions in Leases, Illinois Bar Association; Executive As- 
sistant, W. A. Alexander & Co., Chicago, Illinois. 


1 Lucas, NATIONAL ASSOCIATION OF INSURANCE AGENTS, THE STANDARD Fire INsur- 
ANCE Po.icy oF THE STATE OF NEw York 4 (1943). The standard policy has been adopted 
in Illinois. 


21d. at 5. 
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“.... but not exceeding the amount which it would cost to repair or 
replace the property with material of like kind and quality within a 
reasonable time after such loss . . . nor in any event for more than 
the interest of the insured... .”4 


The use of these words made it possible to eliminate with complete 
safety the provisions requiring the insured to be the sole and unconditional 
owner, the insured building to stand on ground owned in fee simple, and 
the provisions which rendered coverage voidable in event of commence- 
ment of foreclosure proceedings and prohibited any change in title, interest, 
or possession of the property described. The result produced by the new 
form with the addition of the words “nor in any event for more than the 
interest of the insured” regardless of the intention of the prior policies, 
created a true interest policy with all its consequences. 

To the inquiry which was made before the adoption of this language, 
“What is the amount of loss?”, must now be added, “What is the interest 
of the insured in the property?” This is a legal question, and one to which 
the members of the bar should give their attention. 

There should be an interest in the property described in the policy at 
the time the policy was obtained and there must be an interest at the time 
of the loss, or there can be no recovery. The original conception, so 
frequently lost sight of, that a policy of insurance is a contract of indemnity, 
has now been restated. 

A nice phrasing of this principle is found in an old English case, where 
the court said: 


“.... The very foundation, in my opinion, of every rule which has 
been applied to insurance law is this, namely, that the contract of 
insurance contained in a marine or fire policy is a contract of indemnity, 
and of indemnity only, and that this contract means that the assured, 
in case of a loss against which the policy has been made, shall be fully 
indemnified, but shall never be more than fully indemnified. This is 
the fundamental principle of insurance, and if ever a proposition is 
brought forward which is at variance with it, that is to say, which 
either will prevent the assured from obtaining a full indemnity, or 


3 Td. at 4-5. 
4Girard Fire & Marine Ins. Co. v. Gunn, 221 Ala. 654, 130 So. 180 (1930); Pat- 
terson v. Durand Farmers Mut. Fire Ins. Co., 303 Ill. App. 128, 24 N.E.2d 740 (2d Dist. 
1940). See Hooper v. Robinson, 98 U.S. 528 (1878), where the court said: 

“Tt is now clearly established that an insurable interest, subsisting during the 
risk and at the time of loss, is sufficient, and that the assured need not also allege or 
prove that he was interested at the time of effecting the policy; indeed, it is everyday’s 
practice to effect insurance in which the allegation could not be made with any degree 
of truth; as, for instance, where goods are insured on a return voyage long before 
they are bought.’ 1 Perkin’s Arnould, 238. 

“This is consistent with reason and justice, and is supported by analogies of 
law in other cases.” Id. at 537. 
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which will give to the assured more than a full indemnity, that 
proposition must certainly be wrong.” 5 


The adoption of an interest policy in Illinois has created an entirely 
new situation because our courts have in the past expressed some rather 
peculiar ideas about indemnity, or seemed never to have heard of the 
word.® 

An insurable interest exists in property if its loss would probably 
directly affect the pecuniary interest of the assured. As was said in Liver- 
pool and London and Globe Ins. Co. v. Bolling: 


“Everywhere there is a tendency to broaden the definition of an 
‘insurable interest’; neither legal nor equitable title is necessary. 

“Any title or interest in the property, legal or equitable, will sup- 
port a contract of insurance on such property. The term ‘interest’ as 
used in the phrase ‘insurable interest’ is not limited to property or 
ownership in the subject matter of the insurance. Where the interest 
of insured in, or his relation to, the property is such that he will be 
benefited by its continued existence or suffer a direct pecuniary injury 
by its loss, his contract of insurance will be upheld, although he has 
no legal or equitable title... . 

“It may be regarded as well settled, that a policy of insurance 
against fire, is a contract of indemnity against loss by fire, and that 
the assured must have an interest in the property insured. . This 
interest must be existing, as a general rule, both when the policy i is issued 
and when the loss occurred. But it would be a great error to assume, 
that by an insurable interest is meant property in the subject insured. 
The assured has in his property insured an insurable interest, when- 
ever he holds such a relation to it, that its destruction by fire would 
involve him in pecuniary loss or would involve others in pecuniary 
loss, for whom he acts or whom he represents.’ 

“Policies of insurance are contracts of indemnity, and for that 
reason the measure of recovery is the value of interest lost. . . . That 
value may be shown by evidence direct or circumstantial.” 7 


The court, in this instance, permitted a recovery by the daughter-in- 
law of the owner of the property, who had been granted the use of the 
property in the anticipation that the property would be left to her by her 
father-in-law upon his death. 

Prior to the adoption of the new policy in 1943, an insured applied 


5 Castellain v. Preston, 11 Q.B.D. 380, 386 (1883). 

®6See Andes Ins. Co. v. Fish, 71 Ill. 620 (1874), where the court held that 
the liability of the company was not limited to the value of the life estate, but was 
for the value of the property at the time of the loss; Simmons v. Home Ins. Co., 235 
Ill. App. 344 (4th Dist. 1925), where the court said that the insured was entitled to 
recover the full amount of the loss and damage and that the court did not err in 
refusing to instruct the jury that he could only recover for the value of use of the 
buildings during the unexpired term of the lease. 


7176 Va. 182, 187, 188-89, 192, 10 S.E.2d 518, 520-21, 522 (1940). See also Crossman 
v. American Ins. Co., 198 Mich. 304, 164 N.W. 428 (1917); Annot., 1918A L.R.A., 393. 
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for insurance without emphasizing or relating his interest in a property, and 
upon the occurrence of a loss was confronted with many limitations on 
his right to recover, many of which he had not previously been aware 
but could overcome. He was able to collect not merely the value of his 
interest in the property, but the actual pecuniary value of the damage to 
the property. The fundamental principle of indemnity was entirely dis- 
regarded. 

The new policy has been in effect in Illinois almost fifteen years, and 
while the process of the application of the policy provisions has been 
slow, there is gradually being recognized the indemnity theory, which 
brings exactness to the payment of losses. Such exactness existed in the 
past only when the insured was the owner of the property or had an 
interest therein tantamount to ownership. 

Some writers on the subject have made the observation that it remains 
to be seen whether the courts will continue to give the insured indemnity 
based on full replacement value or will limit the insurance recovery to 
the value of the insured’s interest.8 

There are many types of property in which there are divided interests, 
and we are including herein the most common ones which the lawyer will 
meet and on which he will be consulted for advice and assistance in the 
preparation of an insurance program. The practicing lawyer will most 
frequently encounter the interest of lessees in leasehold improvements. 


LESSEE 


It has been said that approximately ninety per cent of American 
business operates in leased premises, and that about seventy-five per cent 
thereof has in some manner altered or improved the leased premises. Altera- 
tions and improvements may vary from as little as one hundred dollars to 
millions of dollars. Under the various forms of leases in use, tenants have 
an insurable interest in improvements and betterments.® 


8 See Patterson, Insurance Law During the War Years, 46 Cotum. L. Rev. 345, 
355 (1946). 

®See Modern Music Shop, Inc. v. Concordia Fire Ins. Co., 131 Misc. 305, 226 N.Y. 
Supp. 630 (1927); Phoenix Ins. Co. v. Shulman Co., 125 Va. 281, 99 S.E. 602 (1919); 
see 4 AppLEMAN, INSURANCE LAW AND Practice §§ 2193, 2194 (1941), for a discussion 
of the interest of a tenant in improvements and betterments and the right to insure 
such interest. The value of the insurable interest in trade fixtures should not be open 
to much controversy. While they are to be considered as real property, for most 
purposes they still belong to the lessee and his interest in them should be the same as 
for other property belonging to him, namely, “the actual cash value of such property 
at the time of the loss.” In the Modern Music Shop case, the court specifically said 
that when a lessee retains title to improvements he does not have a mere usufruct in 
the improvements and is not limited to recover only for damage to usufruct but may 
recover the full value of such improvements. The value of these fixtures can be fairly 
easily determined. “. . . . Fixtures . . . have a separate value apart from the realty on 
which they stand, and the loss can, we think, be much more readily determined by 
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A typical situation concerning improvements and betterments involves 
the following facts: The Maiden Lane Company is interested in operating a 
store in city A. After making the usual traffic, potential customer, and 
sales surveys, the corporation elects a certain area. The only building 
available is one that has been used by an old-style hardware store, the 
owner of which is retiring from business. The interior of the building 
contains various bins, outmoded shelves, metal ceiling, inadequate heating 
equipment—the condition is that of a building which has not been re- 
modeled in the last fifty years. The corporation leases the building for 
ten years, and in order to remodel it for its purposes, has architects’ and 
store designers’ plans and estimates prepared. It costs $15,000 to remove 
the old bins, the obsolete floors, the obsolete heating equipment, store 
fronts, etc. The corporation then spends $85,000 modernizing the structure 
to serve its purpose and needs, and occupies the premises. 

The sections in the lease having reference to improvements and better- 
ments provide as follows: 


“ 


.... [a]nd upon termination of this lease, in any way, Lessee will 
yield up said premises to Lessor in good condition and repair (loss by 
fire and ordinary wear excepted) and deliver the keys therefor at the 
place of payment of said rent. 

“Lessor shall not be obliged to incur any expense for repairing any 
improvements upon said demised premises or connected therewith save 
as in this clause provided, and the Lessee at his own expense will keep 
all improvements otherwise in good repair (injury by fire, or other 
causes beyond Lessee’s control excepted) as well as in a good tenantable 
and wholesome condition, and will comply with all local or general 
regulations, laws and ordinances applicable thereto, as well as lawful 
requirements of all competent authorities in that behalf. Lessee will, 
as far as possible, keep said improvements from deterioration due to 
ordinary wear and from falling temporarily out of repair. 

“Permission is hereby given by the Lessors to the Lessees to make 
necessary alterations in, or rehabilitation of, the said premises, and to 
erect additions or improvements thereto, all at its own expense and 
without any contribution from the Lessors or any obligation upon 
the Lessors to pay for any part thereof; provided, however, the Lessee 
will at all times keep and protect the Lessors harmless from any and 
all mechanics’ liens arising therefrom, as provided in Paragraph 4 of 
this lease, and the permission hereby given shall not be construed as 


fixing such separate value than in any other way.” Slane v. Curtis, 41 Wyo. 402, 409, 286 
Pac. 372, 374 (1930). “If the thing destroyed, although it is part of the realty, has a 
value which can be accurately ascertained without reference to the soil on which it 
stands . .. , the recovery may be the value of the thing thus destroyed and not for 
the difference in the value of the land before and after such destruction. By value, in 
such a case, is meant the actual, not the market, value.” 4 SuTHERLAND, DAMAGES 2967 
(3d ed. 1904). What is true of a building is of course true of fixtures. Holland Furnace 
Co. v. Pope, 204 Ia. 737, 215 N.W. 943 (1927). 
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a waiver by the Lessors of any other provision of this lease, and pro- 
vided further, that any repairs, remodeling, improvements or additions 
to said premises made by the Lessee shall become the property of the 
Lessors. 

“In case said premises shall be rendered untenantable by fire or other 
casualty, Lessor may, at his option, terminate this lease, or repair said 
premises within 90 (ninety) days, and failing to do so, or upon the 
destruction of said premises by fire, or other casualty, the term hereby 
created shall cease and determine.” (Emphasis added.) 


A review of the municipal ordinances of city A indicates that in the 
event any building is damaged and the reconstruction costs are in excess of 
fifty per cent of the new replacement cost of the damaged structure, the 
entire building must be razed and reconstructed in accordance with cur- 
rent municipal codes which provide for fire resistive construction. The 
demised premises occupied by the Maiden Lane Company do not meet 
the provisions in the existing municipal code. 

Under the lease, the Maiden Lane Company, among other things, is 
faced with a number of problems: 


(1) It has an obligation to keep the premises and the improvements 
and betterments in repair (injury by fire, or other causes beyond 
Lessee’s control excepted).?° 

(2) It has an obligation to return the improvements and better- 
ments at the termination of the lease in as good a condition as that 
when they were installed, loss by fire and ordinary wear excepted. 

(3) In the event of damage to the demised premises by perils out- 
lined in the lease which results in lease cancellation, the lessee would 
suffer the loss of the unamortized value of the cost expended to re- 
model the premises.'? 

(4) In the event of loss or damage to the building to the extent 
that the building ordinance will operate, the Maiden Lane Company 
may have the responsibility (or may be forced in order to continue 
its business) to reinstall the improvements and betterments in a rebuilt 
building having the general features of the demised premises prior to 
the remodeling.48 


10 Kelly v. City Nat’l Bank & Trust Co., 348 Ill. App. 419, 109 N.E.2d 206 (ist 
Dist. 1952). 

11 Cerny-Pickas & Co. v. C. R. Jahn Co., 7 Ill. 2d 393, 131 N.E.2d 100 (1955). The 
lease only provides for the peril of fire. What obligation does the tenant have for perils 
other than fire such as boiler explosion, water damage, motor vehicle damage, etc.? 

12 Puskoris v. Gulik, 4 Ill. App. 2d 83, 123 N.E.2d 340 (1st Dist. 1954) (abst. dec.); 
Stylist, Inc. v. O’Connor & Goldberg, 323 Ill. App. 288, 55 N.E.2d 410 (1st Dist. 1944) 
(abst. dec.). 

18 This would be the case in the event the lessor took the position that the 
demised premises were the premises that existed prior to the remodeling by the 
Maiden Lane Company, and the premises at that time were the subject of the lease 
agreement. Modern Music Shop, Inc. v. Concordia Fire Ins. Co., supra note 9; Phoenix 
Ins. Co. v. Shulman Co., supra note 9. 
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The language which is used in the current insurance forms is the 
result of extensive study by insurance company committees and agents. 
Prior to the adoption of the present forms and their predecessor, the 
only reference which was contained in most of the standard forms that 
were used in the Middle West was the clause which provided that the 
policy was extended to cover the interest of the assured in improvements 
and betterments. The value of improvements and betterments was not 
carefully studied when insurance programs were prepared, and it was 
the concensus that the value of improvements and betterments for co- 
insurance purposes was very rarely or inadequately taken into considera- 
tion when insurance was written. 

In order to highlight the importance of improvements and better- 
ments, the committee suggested that a separate item on improvements and 
betterments be established, with the hope that some action about de- 
termining values and interest would have to be taken before the insurance 
was extended to cover improvements and betterments, and that by high- 
lighting it in this manner the subject would receive special study. The 
committee’s original hopes were not fulfilled, because a recent study 
indicates that the practice seems to be to extend coverage to improvements 
and betterments without giving any special study or consideration to the 
subject of the values or interest of the tenant in improvements and better- 
ments. 

The form is not uniformly interpreted to the degree that was antici- 
pated when the contract was developed. An Illinois agent has reported 
that under a statement of facts involving improvements and betterments, 
a company executive, two field men, and two adjustors each gave a 
different interpretation of the application of the form and each suggested 
a different amount needed to insure the lessee and to comply with the 
provisions of the co-insurance clause. 

The form'® defines improvements and betterments to be fixtures, 
alterations, installations, and additions comprising a part of the building 
but which are not legally subject to removal by the insured lessee. It can 
be assumed from this definition that the interest intended to be covered 
by the form is that in which the title to the physical property comprising 
the improvements and betterments has passed to the lessor and the only 
interest the lessee retains is the usufruct or the right to the use of such 
physical property. 

This conclusion is supported by Lighting Fixture Supply Co. v. Fidelity 
Union Fire Ins. Co.,1® decided by the United States Circuit Court of 


14 This is based on incomplete returns of a study made by W. A. Alexander & Co. 

15The conditions for insuring the interest of the lessee in improvements and 
betterments were recently incorporated in the commercial property form. UNiForM 
STANDARD Form Nos. 42, 42B (1956). These provisions are set forth in the Appendix 
at p. 632 infra. 


16 55 F.2d 110 (5th Cir. 1932), cert. denied, 286 U.S. 558, 52 Sup. Ct. 641 (1932). 
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Appeals for the Fifth Circuit. In that case the court considered a policy 
involving insurance upon the lessee’s betterments and improvements. The 
policy was for $3,500 “on betterments and improvements to the leased 
premises consisting of partitions, shelving, office, mezzanine-floor lattice 
work” of the described building. The lease was for the term of five years 
from October 1, 1924, to October 1, 1929. The building was destroyed 
by fire on January 3, 1929. The betterments and improvements described 
had a value at the time of the fire of $3,194.41. The district court allowed 
recovery for $304.92, which was tendered by the Company, and this 
judgment was affirmed by the circuit court of appeals. Speaking of the 
nature of the insurance and the interest of the assured in the betterments 
and improvements, the court said: 


“ 


. ... The policy was an open one. It is a fundamental principle 
that such a policy of insurance is a contract of personal indemnity. 
The property is not insured against destruction, but the insured is 
guaranteed against loss, to the extent of his insurable interest, not ex- 
ceeding the amount stipulated. As the betterments and improvements 
installed in the building passed to the owner at the expiration of the 
lease, in part consideration for the rent, appellant could not sell them, 
or remove them, or recover their value. It had no other insurable 
interest than the right to use them until the expiration of the lease.” 17 


In Harrington v. Agricultural Ins. Co.,8 (which is in the Lighting 
Fixture case), the Minnesota Supreme Court had discussed the question 
at considerable length and had reached the same conclusion. 

The only attempt made to tie the provisions and limitations of Form 
No. 42 to the insuring clause “C” of Form No. 42B are the words “See 
Section V of Commercial Property Form.” 19 This method appears to be 
legally inadequate. The form says merely “See.” This language implies 
no obligation to interpret the two forms together. The coverage provided 
by section “C” is certainly not by this language limited by the condition 
and limitation of section V. For the purpose of further review, let us 
assume that the reference makes the sections legally one contract. 

Form No. 42, in the initial statement under section V, covers the 
assured’s interest in language of broad scope, but this is immediately quali- 
fied by a formula in subsection 1 for measuring the insurer’s liability. 

Subsection 1 of the form provides that if the improvements and better- 
ments are replaced at the expense of the lessee within a reasonable time after 
the loss, the liability of the company shall be that of the actual cash value 
of the damaged or destroyed property. If the interest which is the subject 
of insurance is a use interest, the coverage provided by subsection 1 of 


1 Id. at 113. 
18 179 Minn. 510, 229 N.W. 792 (1930). 
19 UNIFORM STANDARD Form No. 42B, § 1(C) (1956). See Appendix p. 632 infra. 
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the form will be determined by the meaning of the words “actual cash 
value” and the meaning of the word “property” in the same section. 

In the case of the Maiden Lane Company, at any period of the lease, 
the question of the amount involved under an actual cash value evaluation 
remains a subject on which there is a wide division of opinion among tech- 
nical insurance personnel. 

The words “actual cash value” as used in the form are similar to those 
which are outlined in the insuring clause of the basic fire policy. There 
seems to be some opinion in the insurance fraternity that the words 
“actual cash value” as used in subsection 1 mean replacement cost less de- 
preciation caused by reasonable wear and tear resulting from normal use.?° 
We cannot subscribe to this conclusion. If it was the intention of the 
framers of the form to give the words “actual cash value” this meaning in 
the contract, they would have so stated. We must assume that “actual cash 
value” in the improvements and betterments form has the same meaning, 
and was considered in the same light by the committee when they selected 
the language, as the courts have for twenty-five years interpreted the 
meaning of “actual cash value” in the basic policy. 

The meaning of “actual value” is well defined in Board of Education 
v. Hartford Fire Ins. Co.21_ There the school board contracted for a new 
building and the contractor agreed to demolish the old one. The old 
building was vacated but burned before the contractor started to work on 
it. The school board claimed the actual or “going” value of the building, 
but the insurer contended that its liability was limited to the salvage value 
of the building or the value of the building materials destroyed. In up- 
holding the company’s contention, the court said: 


“We wish to state quite frankly that we do not approve of a general 
rule that would permit speculative, collateral questions, including the 
intended destruction, to enter into the ascertainment of actual value. 
In our judgment, such a principle would multiply litigation and un- 
necessarily complicate insurance adjustments. On the other hand, it 
seems quite apparent that if the settled policy of the board of education, 
that it was legally bound to execute and the performance of which it 
had definitely entered upon, by the acts of the board itself had elimi- 
nated the possible use of the New Cumberland School as a building, 
they should not be indemnified against its loss to the extent of being 
paid by insurer its actual going value.” 2? 


The same principle is followed in McAnarney v. Newark Fire Ins. 
Co.78 In that case the insured was purchasing brewery buildings under a 


20 See Cook County INspection Bureau, Rute Book 22F. 
21124 W. Va. 163, 19 S.E.2d 448 (1942). 

22 Id. at 168, 19 S.E.2d at 450. 

23 247 N.Y. 176, 159 N.E. 902 (1928). 
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land contract. Because of the Prohibition Act, the buildings could not be 
used for production of malt. After a fire, the insured claimed the right 
to recover reproduction cost loss depreciation while the insurance company 
claimed its liability was limited to market value. The court held that neither 
test of value was the sole measure and said: 


“.,.. Where insured buildings have been destroyed, the trier of fact 
may, and should, call to its aid, in order to effectuate complete in- 
demnity, every fact and circumstance which would logically tend to 
the formation of a correct estimate of the loss. It may consider original 
cost and cost of reproduction; the opinions upon value given by quali- 
fied witnesses; the declarations against interest which may have been 
made by the assured: the gainful uses to which the buildings might 
have been put; as well as any other fact reasonably tending to throw 
light upon the subject. 

“In the case at bar the trier of fact, in considering cost of repro- 
duction, was required by the policy to make proper ‘deductions for 
depreciation.’ ‘The word (depreciation) means, by derivation and com- 
mon usage, a “fall in value; reduction of worth.”’ It includes obso- 
lescence. An obsolete thing is a thing no longer in use. In determining 
the extent to which these buildings had suffered from depreciation 
the trier of fact would have been permitted to consider that, owing to 
the passage of the National Prohibition Act, they were no longer useful 
for the purposes to serve which they were erected. It should have 
been permitted to consider their adaptability or inadaptibility to other 
commercial purposes.” 24 


The McAnarney case quite logically expresses the law on this subject. 
The meaning of “actual cash value” in the form must follow this decision. 

The conditions for collecting a loss under section V, subsection 1 
of Form No. 42 is that the assured actually replace the improvements 
and betterments. This is a condition precedent. 

It has been argued that the words, “if repaired or replaced at the 
expense of the lessee within a reasonable time after such loss,” change the 
meaning of subsection 1. We cannot accept this view. Is the adjustment 
of a fire loss on a building with insurance written to insure actual cash 
value to be determined by the action the assured follows after the loss? 
Whether he restores the insured building or not does not change the 
amount which is due from the insurer. The insurer is liable for no more 
than that which the contract provides as a basis of indemnity. 

Subsection 1 refers to damaged or destroyed property. What species 
of property is intended, the use interest or the physical property, the 
existence of which creates the use interest? 

Section V, subsection 2 provides for the payment of loss in the 
event the improvements and betterments are not replaced. Such payment 


24 Id. at 184-85, 159 N.E. at 905. 
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would be due the assured in event the lease was or was not cancelled and 
the use interest was not recreated. Payment would be made on an un- 
amortized basis,?° it is concluded, based on the extent of the physical loss. 
In the case of Maiden Lane Company, $15,000 was spent in preparing the 
building for the introduction of new construction. A sum of $85,000 was 
expended in adding new features to the building to make it usable for the 
business of the lessee. Subsection 2, it is argued, provides for amortization 
based on “the original cost of the damaged or destroyed physical property 
comprising the improvements and betterments.” Under this interpretation 
it is impossible ever to recognize as a loss the amount of $15,000 which 
the Maiden Lane Company expended in removing obsolete equipment 
and parts of the structure. 

In the event of the happening of a peril named in the lease,?* the 


25There are a number of situations which might arise wherein the use interest 
must be evaluated. The first case may arise as the result of loss or damage to a 
building and/or the improvements or betterments as a result of which the lease is 
cancelled. The lessee has spent $10,000 for improving the building for his use under 
a 10 year lease. The loss to the building and improvements occurs at the end of the 
fifth year. Under good accounting practice, the assured would have amortized $5,000 
at the time of the loss, which means he still needs $5,000 to complete his original 
investment. The lease is cancelled, and the lessee may seek other space. The sum which 
is needed to make him whole is $5,000, the amount of the unamortized value of 
the improvements or betterments. 

There has always been a question about the interest of a lessee in improvements 
or betterments during a portion of the tenure obtained by the exercise of an option 
granting an additional term. The lessee at the beginning of the term amortizes the 
cost of the improvements or betterments over the term of the original lease. Has 
lessee under such a renewal agreement an interest in improvements and betterments 
after the option to renew for the second term has been exercised? The writer inclines 
to the opinion that after the first term has expired, the lessee no longer has an 
interest in improvements or betterments, but has an insurable interest in the property 
by virtue of the lease, which interest can be insured under a Leasehold Interest form 
of insurance. When the lease renewal is made, it is in effect the same as though a 
new tenant leased the premises, and obviously under such an arrangement the assured 
would have no interest in improvements and betterments installed by a previous 
lessee. 

There is one case which appears to refute this argument, but a review of the 
case will indicate that it supports rather than disclaims the above conclusions. 
Springfield Fire & Marine Ins. Co. v. Republic Ins. Co., 262 S.W. 814 (Tex. Civ. App. 
1924). This case involves improvements which were installed under a lease for five 
years with an option to renew for an additional five year period, with all terms except 
the rent to remain the same. The court held that under the terms of the lease, the 
lease and its renewal provisions constituted one entire contract for a term of 10 
years, 5 years certain with an additional 5 years to be made certain upon the exercise 
by the lessee of his renewal privileges. The court quoted from Neal v. Harris, 140 
Ark. 619, 216 S.W. 6 (1919), where instead of a covenant in a lease for renewal, 
there was a provision for extension of the term at the lessee’s option. The court 
concluded that under the terms of the lease only at the end of the 10 year period 
did the lessor become the unqualified owner of the improvements and betterments. 

26 The lease provides for its cancellation in the event the premises are rendered 
untenantable “by fire or other casualty.” Since fire is a casualty, what did the 
parties intend by the words “other casualty”? What is a casualty? Does “fire and 
other casualty” mean such events which are not caused by negligence of the lessee? 
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lease may be cancelled by the lessor in accordance with the lease conditions. 
The improvements and betterments may or may not be damaged, but 
under this interpretation the lessee can in no event collect more than the 
unamortized value of “the damaged or destroyed property.” If the lease 
was cancelled, the lessee would suffer a loss based on the unamortized 
amount of $100,000 but can collect under this form, it is concluded, only 
for the unamortized value of the damaged and destroyed physical property. 
If it was damaged to the extent of ten per cent, the lessee can collect only 
a loss based on an unamortized value of ten per cent of $85,000, although 
the happening of the peril caused him the loss of a use worth $100,000 
less the value of the expired portion of the lease. 

It is argued that the word “property” in subsections 1 and 2 refers 
to physical property comprising the improvements and betterments, and 
that the insurer is liable under the form for the actual cash value of such 
damaged or destroyed physical property. It is extremely difficult to arrive 
at this conclusion. The description of the coverage in the form provides 
an almost perfect definition of a use interest, and the word “property” in 
subsections 1 and 2 must refer to such interest, because that is the subject 
of insurance which by definition is limited to actual cash value. The Maiden 
Lane Company has a right of use of its entire investment of $100,000 in 
the demised premises. It has just as much interest in the $15,000 of invest- 
ment in removing obsolete equipment as it has in the physical property it 
added to the structure. The property involved here by definition in the 
form consists of the use of improvements and betterments and is personal 
property. In the event the use is interrupted by an insured peril, such 
use interest is lost and destroyed, and has no value to the lessee. In sub- 
section 2 a formula is developed for evaluating the interest of the Lessee 
and is, with slight variation, the measure which the courts follow in de- 
termining the lessee’s loss. 

When critically analyzed, there is little difference between the measure 
of loss as determined by the language in subsections 1 and 2. The courts 
would undoubtedly limit recovery in subsection 1 to that which is specifi- 
cally provided by the formula in subsection 2. 

Subsection 3 provides that “if repaired or replaced at the expense 
of others for use of insured, there shall be no liability hereunder.” Is the 
use interest or the physical property referred to in this section? This 
language was undoubtedly added to the form to cover such a situation as 
encountered in Alexandra Restaurant, Inc. v. New Hampshire Ins. Co2* 
There a lessee was permitted to collect for the total loss of use of the 


The right of the lessor to cancel is dependent on the meaning of these words, and 
these words limit the lessee’s responsibility to return the structure and to keep it 
in repair. Lewis v. Real Estate Corp., 6 Ill. App. 2d 240, 127 N.E.2d 272 (1st Dist. 
1955). 

27 2907 N.Y. 858, 79 N.E.2d 268 (1948). 
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improvements and betterments, despite the fact that the lessor undertook 
to and did restore the building to the condition in which it had existed 
immediately prior to the loss. The same conclusion was reached, under a 
former insurance form, in the case of Foxbilt, Inc. v. Citizens Ins. Co.28 In 
its present language, subsection 3 is ambiguous; while the intent is accepted, 
it is too limited because in every case of interruption of business, the lessee 
suffers a loss of use of improvements and betterments even though of 
short duration and such loss should be insurable under a form insuring 
improvements and betterments. 

Many of the lease forms in general use contain language concerning 
improvements and betterments which further complicates the problem 
of insuring this interest. In those lease contracts where the form provides 
that all alterations and additions shall remain for the benefit of the lessor, 
there is introduced the question of the ownership of the physical property 
comprising the improvements and betterments during the lease term or any 
extensions thereof. Lawyers can help in the insuring of this interest by 
giving consideration to the problem in the drafting of leases.”® 


28 128 F. Supp. 594 (S.D. Ia. 1955), aff'd, 226 F.2d 641 (8th Cir. 1955). 

29 While the provisions of each lease concerning tenants’ improvements differ 
in some manner and require special consideration from an insurance viewpoint, it 
appears that a form incorporating the following conditions would provide adequate 
coverage for a high percentage of cases: 


“When insurance under this policy covers improvements and betterments, such 
insurance shall cover the improvements and betterments to the building described on 
the first page of this policy. 

“The word ‘lease’ wherever used in this form shall mean the lease or rental agree- 
ment, whether written or oral, in effect as of the time of the loss. 

“The term ‘improvements or betterments’ wherever used in this policy, is 
defined to be fixtures, alterations, renovations, installations, additions, and any related 
expense involving any of these, which have been made or added to the building 
described in this policy, at the expense of the lessee (assured), in such a manner and 
under such legal conditions, so as to constitute a permanent part of such realty 
(building) and in which the assured retains an interest under one or more of the 
following conditions: 

“In the event that under the conditions of the lease, improvements or better- 
ments remain the property of the lessee, or the lessee is liable for the replacement of 
improvements and betterments and such improvements and betterments are damaged 
by insured perils, this Company shall be liable for the replacement value of such 
improvements or betterments. 

“In the event that under the conditions of the lease the improvements or better- 
ments become the property of the lessor, either by operation of law or contract, this 
Company agrees to recognize the interest of the lessee (assured) to be the use of such 
property and in the event of loss or damage to the building herein described by 
insured perils, (whether or not such improvements or betterments are actually damaged) 
which results in a cancellation of the lease contract, this Company’s liability for such 
interest shall not exceed that proportion of the lessee’s (assured’s) original cost of 
altering the building for the assured’s use, that the unexpired term of the lease at the 
time of the damage bears to the unexpired term of the lease when the improvements 
or betterments were added to the building. 

“In the event that under the conditions of the lease the improvements or 
betterments become the property of the lessor by operation of law or contract, and 
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LESSOR OR OWNER 


The problem of insuring the lessor who is the owner of the property 
involves no special problems. The insured who is the unconditional and 
sole owner of property has an interest in that property co-extensive with 
his ownership.2® Upon the destruction of the property by an insured 
peril, he is entitled to receive an amount representing the actual cash value 
or the replacement value of the property,®! depending upon the manner 
in which it was insured. He also has an insurable interest in the permanent 
repairs, improvements, and fixtures added to his building by a tenant and 
to permanent buildings erected on his premises.®? 


MORTGAGOR-MORTGAGEE, VENDOR-VENDEE, 
PLEDGOR-PLEDGEE 


There are three groups of divided interests that involve difficulties 
in the effecting of insurance—mortgagor and mortgagee, vendor and vendee, 
pledgor and pledgee.** In each of these cases one of the parties is the owner 
and the other is interested in the preservation of the property as a security 
for a debt. Both parties have an insurable interest, the owner to the full 
value of the property,** and the creditor to the amount of his debt.*> In 
each case the interest of the owner of the property is not diminished by 
the fact that he has placed a mortgage on the property. Upon its destruc- 
tion he may recover for the amount of his loss, but the money will pass 
to the appointee. The adjustment of the loss in this instance does not 
violate the principle of indemnity which has been reviewed. 

In the event that each party has effected insurance on his behalf, one 
policy to cover the interest as owner and the other to cover the interest as 
mortgagee, a different situation exists. There should be no contribution 
between the two insurance carriers, because the interests insured are not 
identical. Insurance companies covering the mortgagor will pay the loss 
to him. The companies insuring the mortgagee will do likewise, but it 


in the event of loss or damage, by insured perils, to the improvements or betterments 
(during the term of the lease) or any extension thereof, which loss or damage does 
not cause cancellation of the lease and the lessee (assured) restores the improvements 
or betterments for his continued occupancy of the demised premises (building), this 
Company’s liability shall be the replacement value of such improvements and better- 
ments at the time of the loss.” 

80 Griffin v. W. L. Pfeffer Lumber Co., 285 Ill. 19, 120 N.E. 583 (1918). 

81 There are available to a lessor two methods for insuring real property. He 
may either insure on an actual value basis or on a replacement basis. 

82 Nolan v. Firemen’s Ins. Co., 7 N.J. Misc. 599, 146 Atl. 679 (1929). 

383 See 4 APPLEMAN, INsuRANCE LAW AND Practice §§ 2186-90 (1941), for a 
discussion of insurable interests of this group. 
34 Trustees v. St. Paul Fire & Marine Ins. Co., 296 Ill. 99, 129 N.E. 567 (1920). 
35 Frontier Mortgage Corp. v. Heft, 146 Md. 1, 125 Atl. 772 (1924). 
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then would be entitled to an assignment of the mortgagor’s obligation to 
the mortgagee. Placing a mortgage upon property does not reduce the 
amount of the owner’s insurable interest in the property.*® The property 
is not liable for the debt, but the mortgagor personally has this responsi- 
bility. The destruction of the property does not reduce the debt, and 
the mortgagor remains liable to pay the full amount of the debt, irrespective 
of the loss. 


TENANTS IN COMMON 


An interest in property created as a result of tenancy in common 
provides no problem. A tenant in common is the owner of an undivided 
interest in property, and whatever that percentage of interest represents is 
his insurable interest.87 


LIFE TENANTS AND REMAINDERMEN 


The insuring of the interests of life tenants and remaindermen or 
reversioners has created some problems. These arise as the result of poor 
draftmanship in court decrees, wills, and other documents creating the 
interest. Both the life tenant and the one who takes over after his death 
have an insurable interest in real property.** The life tenant’s loss upon 
the destruction of the property is only that of the loss of use of the im- 
provements on the premises. The remainderman’s or reversioner’s loss 
is represented by the value of the property itself. 

The loss of use is measured by the difference between the rental of 
the land with and without the building, to which must be applied the 
figure of life expectancy of the life tenant.®® 

The interest of the reversioner or remainderman is not in any manner 
affected by the outstanding life estate. In the absence of an agreement to 
insure or to replace the property, the life tenant has an unquestionable right 
to insure in his own name his interest in the property, and in the event 
of its destruction to collect the amount of his loss. The remainderman 
has no equity in the proceeds of such a policy.*® 


86 Trustees v. St. Paul Fire & Marine Ins. Co., supra note 34. 

87 Summer v. Stark County Patrons’ Mut. Ins. Co., 63 Ohio App. 369, 26 N.E.2d 
1021 (1940). 

88 American Central Ins. Co. v. Leake, 31 Ky. L. Rep. 1016, 104 S.W. 373 (1907) 
(life tenant); Jones v. Harsha, 233 Mich. 499, 206 N.W. 979 (1926) (remainderman) ; 
Fadden v. Insurance Co., 77 N.H. 392, 92 Atl. 335 (1914); Estate of Johnson, 175 
Wis. 248, 185 N.W. 180 (1921). 

89 See Davis, Insurance of Commercial Real Estate, supra p. 586. 

40 Converse v. Boston Safe Deposit & Trust Co., 315 Mass. 544, 53 N.E.2d 841 
(1944). In this case the court said: 

“Where, as here, there is nothing to show that Mrs. Converse was required by 
the terms of her mother’s will creating her life estate or by any agreement with the 
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CONSIGNEES, FACTORS, AND BAILEES 


Persons who act as agents, consignees, factors, and bailees generally 
have an insurable interest in property of others.‘ It is not necessary to 
have actual possession of the property. A duty to account for the property 
is all that is required. In many of these relationships the liability imposed 
by law on the bailee is enlarged by contract, and in each of these instances, 
the bailee has an insurable interest to the extent of the liability imposed 
by law and contract.*? 


OTHER TYPES OF DIVIDED INTERESTS 


Space does not permit examination of the insurable interests of tenants 
by curtesy,*? tenants at sufferance,** tenants at will,** trustees and cestui 


plaintiff to obtain fire insurance in his behalf, she was not bound to obtain such 
insurance either for her own benefit or for that of the plaintiff. A life tenant or a 
remainderman may obtain insurance upon his own interest and for himself alone. A 
remainderman has no claim upon the proceeds of fire insurance received by a life 
tenant from insurance obtained by a life tenant who was under no obligation to him 
to carry insurance, where the policies were obtained by the life tenant in his own 
name, at his own expense and for his sole benefit. A remainderman has no interest in 
contracts of insurance in which he was not a party and which were not obtained for 
his protection. The fact that the property was insured by the life tenant for its full 
value is not enough to show that he intended to cover the interest of the remainder- 
man. If a life tenant, who has insured for his own benefit, receives from the insurers 
more than the value of the life tenancy, that is a matter between the parties to the 
excess paid over the value of the life tenancy in the property. The underlying 
contracts of insurance and creates no claim in favor of the remainderman in the 
principle is that fire insurance policies are personal contracts providing for the 
payment of indemnity to the insured in case of loss, and the amount received does 
not stand for nor represent the property damaged or destroyed although the measure 
of indemnity depends upon the determination of the value of the interest of the 
insured in the property covered by the policies. In a word, the money received by a 
life tenant from his own contracts of insurance belongs to him, and he cannot be 
compelled to hold the money as though it were substituted for the property or as 
though it were the proceeds of the property. The law in this respect was settled by 
Harrison v. Pepper, 166 Mass. 288, a decision which has been frequently cited and 
which is in accord with the great weight of authority.” Id. at 547-48, 53 N.E.2d at 843. 

41 In re Podolsky, 115 F.2d 965, 967 (3d Cir. 1940): “. ... A bailee in possession 
of goods belonging to another may insure such goods against fire... . The words 
in a policy ‘held by him in trust’ do not mean a technica! relation of trustee and 
said trust but are used in a ‘mercantile sense, goods entrusted to them by the legal 
owners’”; Bird v. Central Manufacturers Mut. Ins. Co., 168 Ore. 1, 120 P.2d 753 (1942) 
(employee of corporation had insurable interest in borrowed auto of corporation); 
Gillespie v. Federal Compress & Warehouse Co., 37 Tenn. App. 476, 265 S.W.2d 21 
(1953) (cotton warehouse company had insurable interest in cotton in transit). 

42, Wagner & Chabot v. Westchester Fire Ins. Co., 92 Tex. 549, 50 S.W. 569 (1899) 
(bailee having possession of property under agreement to keep it insured may procure 
insurance for benefit of owner). 

48 Carter v. Continental Ins. Co., 242 N.C. 578, 89 S.E.2d 122 (1955). 

44Smith v. Royal Ins. Co., 5 F. Supp. 435 (N.D. Cal. 1933) (tenant at sufferance 
has insurable interest); Fidelity-Phenix Fire Ins. Co. v. Raper, 242 Ala. 440, 6 So. 2d 
513 (1941) (tenant at sufferance has no insurable interest). 

45 Schaeffer v. Anchor Mut. Fire Ins. Co., 113 Iowa 652, 85 N.W. 985 (1901) (a 
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que trusts, *® creditors,*®* mechanical lien holders, building contractors,*? party 
wall owners,*® partners,*® administrators and executors, receivers, trustees 
in bankruptcy, sureties,51 common carriers,®? and optionees.® 


CONCLUSION 


Insurance in the past has been purchased to a large extent in the 
same manner as other commodities. It appears paradoxical that the insur- 
ance contract is one in which the legal profession has taken an inadequate 
interest, the preparation of which it has left to the insurance representa- 
tive. The application of legal principles followed by the courts in de- 
termining the value of the interest lost as the result of happening of a peril 
is frequently not considered. The evaluation of the interest of the assured 
in property is, in many instances, a complex legal problem which requires 
the services of the lawyer. 

In the everyday conduct of his practice, the lawyer prepares many 
contracts, of which leases are most common, that create liability for the 
parties. In practically every case, the parties to the agreement do not intend 
to assume losses created by these contractual obligations without having 
such exposure to loss insured. If the contracts contain no ambiguity and 
as few contingencies as possible, so that we know where the interest is, 
the problem of insuring such exposure involves no problem. The result 
is a situation that is easy to handle both in the preparation of insurance 
contracts and determination of premiums which should be charged for 
such exposure. 

The liability of the parties created by the average business contract, 
in order to be insured, must be reduced to an insurance contract. If the 


tenant at will, being entitled under the statute to 30 days’ notice before he can be 
dispossessed, has, therefore, a term of definite, fixed possession, which is insurable). 

46 The Regent, 57 F. Supp. 242 (E.D.N.Y. 1944); Fray v. National Fire Ins. Co., 
341 Ill. 431, 173 N.E. 479 (1930), affirming 255 Ill. App. 209 (3d Dist. 1929). 

46" See Note, Insurance for Creditors, infra p. 637. 

47 Vancouver Nat'l Bank v. Law Union & Crown Ins. Co., 153 Fed. 440 (D. Ore. 
1907) (majority rule holds that creditor has no insurable interest in the property of 
his debtor); Homestead Fire Ins. Co. v. DeWitt, 206 Okla. 570, 245 P.2d 92 (1952) 
(contractors). 

48 Nelson v. Continental Ins. Co., 183 Fed. 783 (6th Cir. 1910); Citizens’ Fire 
Ins. Co. v. Lockridge and Ridgway, 132 Ky. 1, 116 S.W. 303 (1909). 

49 Closuit v. Mitby, 238 Minn. 274, 56 N.W.2d 428 (1953); American Cent. Ins. 
Co. v. Harrison, 205 S.W.2d 417 (Tex. Civ. App. 1947). 

50 Baird v. Fidelity-Phenix Fire Ins. Co., 178 Tenn. 653, 162 S.W.2d 384 (1942) 
(where executor is in possession and control of property and collects rents therefrom, 
he has an “insurable interest” entitling him to obtain a fire policy). 

51 United States Germania Fire Ins. Co. v. Thompson, 95 U.S. 547 (1877) 
(sureties); Underwood v. Winslow, 234 Mass. 550, 125 N.E. 631 (1920) (trustee in 
bankruptcy). 

52 Home Ins. Co. v. Northern Pac. Ry. Co., 18 Wash. 2d 798, 140 P.2d 507 (1943) 
(carrier has insurable interest in property delivered to it for transportation). 

58 Crossman v. American Ins. Co., 198 Mich. 304, 164 N.W. 428 (1917). 
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language creating the liability is ambiguous, it is extremely difficult to rate 
and to underwrite such contractual liability. If clauses in the contract 
providing for contractual liability are found to be inconsistent with each 
other, liability is created which is difficult to underwrite. Underwriters 
under such circumstances rate a risk based on the least favorable conditions 
with the result that ambiguities created in the original document inure to 
the detriment of the insured party. 

Therefore, in addition to the attention he gives to the substantive law 
of insurance, the lawyer should extend his interest to those aspects of 
insurance practice which help to mold the law. 


APPENDIX 
UNIFORM STANDARD ForMS 


(Form No. 42B) 
Section I 
Subsection C. 


Tenant’s Improvements and Betterments: Fixtures, alterations, in- 
stallations, or additions comprising a part of building(s) and made 
at the expense of the Insured, but which are not legally subject to 
removal by the Insured. (See Section V of Commercial Property 
Form) 


(Form No. 42) 
Section V. 


(Applies only when the Insured is not the building owner). In 
the event tenant’s improvements and betterments covered hereunder 
are damaged or destroyed by a peril not excluded, this policy covers 
the Insured’s interest therein and the liability of this Company shall 
be determined as follows: 


1. If repaired or replaced at the expense of the Insured within a 
reasonable time after such loss, the actual cash value of the 
damaged or destroyed property; 

2. If not repaired or replaced within a reasonable time after such 
loss, that proportion of the original cost of the damaged or 
destroyed property which the unexpired terms of the lease or 
rental agreement (whether written or oral, in effect as of the 
time of loss) on the date of loss bears to the period(s) from the 
date(s) the property was installed to the expiration date of such 
lease or rental agreement; 

3. If repaired or replaced at the expense of other for the use of the 
Insured, there shall be no liability hereunder. 


It is interesting to observe that the insurance industry has not adopted 
standard language for insuring this type of interest. 
In the new Industrial Property Form No. 300 under “Property 
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Covered,” subsection 3, improvements and betterments are insured in the 
following manner: 


“Improvements and Betterments—When the insurance under this en- 
dorsement covers improvements and betterments such insurance shall 
cover the insured’s use interest in improvements and betterments which 
are defined as fixtures, alterations, installations, or additions comprising 
a part of buildings occupied by the insured (except buildings owned 
by the insured and except buildings used by the insured for manufactur- 
ing or processing purposes) and made at the expense of the insured, 
but which are not legally subject to removal by the insured.” 


In the Manufacturer’s Output Policy, section 7(b) (Aug. 1952), this 
interest is covered in the following manner: 


“Improvements and betterments at replacement cost less physical de- 
preciation at time and place of loss if actually replaced at Assured’s 
expense within two years from date of loss; if not so replaced, at the 
unamortized value.” 


The current form used by the Factory Insurance Association, dated 
January 1, 1953, insures this interest by the use of the following words: 


‘ 


‘.... except when the insured is the owner of the building, the insured’s 
interest in improvements and betterments to the building.” 


In UnirorM STANDARD Form No. 18 (Jan. 1956), coverage is provided 


as follows: 








Improvements and Betterments Coverage (Applies Only when the 
Insured is not the Building Owner and Only when “Improvements and 
Betterments” as indicated on the first page of this policy as being a part 
of the Contents Coverage or as a separate item): 

When insurance under this policy covers Improvements and Better- 
ments, such insurance shall cover the Insured’s use interest in Improve- 
ments and Betterments to the building described on the first page of this 
policy. 

(1) The term “Improvements and Betterments” wherever used in 
this policy is defined as fixtures, alterations, installations, or additions 
comprising a part of the described building and made at the expense of 
the Insured, but which are not legally subject to removal by the Insured. 

(2) The word “Lease” wherever used in this policy shall mean the 
lease or rental agreement, whether written or oral, in effect as of the 
time of loss. 

(3) In the event Improvements and Betterments are damaged or 
destroyed during the term of this policy by the perils insured against, 
the liability of this Company shall be determined as follows: 

(a) If repaired or replaced at the expense of the Insured within a 
reasonable time after such loss, the actual cash value of the damaged 
or destroyed Improvements and Betterments. 

(b) If not repaired or replaced within a reasonable time after such 

loss, that proportion of the original cost of the damaged or de- 
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stroyed Improvements and Betterments which the unexpired term 
of the lease at the time of loss bears to the period(s) from the 
date(s) such Improvements and Betterments were made to the 
expiration date of the lease. 

(c) If repaired or replaced at the expense of others for the use of the 
Insured, there shall be no liability hereunder. 

(d) If cloth awnings, signs and metal smokestacks, which qualify as 
Improvements and Betterments, are damaged or destroyed by 
windstorm or hail, there shall be no liability therefor unless the 
80% or higher Coinsurance Clause applies. 

(e) If radio and television equipment on the outside of the building is 
damaged or destroyed by windstorm or hail, there shall be no 
liability therefor. 
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Notes 
INSURANCE FOR CREDITORS 


As society becomes more deeply committed to an “on credit” com- 
mercial life, the hazards of extending credit continually assume a greater 
significance in every business operation. The periodically recurrent loss on 
bad debts can be carried as an ordinary business expense, and the amount 
of loss incurred can be reduced by cautious credit management. The un- 
predictable losses which remain present an insurance problem. 

Very generally, insurance coverage based on either of two theories is 
available to a creditor.1 Ordinary insurance on a debtor’s life or property 
may be used as a security device. This adaptation of the standard policy to 
cover credit risks turns on the assumption that a debt will be paid if the 
debtor’s property and earning capacity are protected. Should the insured 
event occur, payments due under the policy are made to the creditor, 
who has been designated as a pledgee, assignee, or beneficiary of the in- 
surance contract. The more recent development of credit insurance is based 
on the theory that default on the debt itself is an insurable event. Despite 
many difficulties, the use of credit insurance is increasing because of its 
economy, broader coverage, and greater flexibility. 

In the following discussion of the legal effect of and the problems in- 
volved in insuring credit risks, two practical questions should be kept in 
mind. 


(1) Does the credit extension present a fortuitous risk which is the 
proper subject matter for insurance; or should the risk be carried 
as a business expense, or minimized by prudent credit management? 

(2) What alternative security devices are available which might afford 
more adequate or more economical security? 


INSURANCE OF THE DEBTOR’S LIFE 


A creditor, whether secured or not, has an insurable interest in the life 
of his debtor.? He may effect a policy in his own right, induce the debtor 
to effect a policy for his benefit, or he may acquire an interest as a bona fide 
assignee, pledgee, or beneficiary in a policy procured by the debtor. A 
creditor’s problems are generally the same whatever form is used. How- 
ever, some distinctions, especially those concerning the legal presumptions 
applied to determine the creditor’s measure of recovery, should be consid- 
ered before deciding which form is most suitable for insuring a particular 
credit risk. 


1 Van Slyck, Jr., Insurance Security for Loans—Historical Development of Court- 
Made Law, 23 J.B.A. Kan. 239 (1955). 

3 Amick v. Butler, 111 Ind. 578, 12 N.E. 518 (1887); Patterson, Insurable Interest in 
Life, 18 Cotum. L. Rev. 381, 389 (1918). 
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Effected by a Creditor 


A creditor’s insurable interest in his debtor’s life will support a policy 
effected by the creditor in his own right. By the majority view,’ the only 
limitation on recovery which is imposed by the extent of his insurable in- 
terest * is that the face value of the policy must not be “grossly dispropor- 
tionate” to the amount of the debt. Only if the debtor dies prematurely, 
however, can any windfall possibly accrue to the creditor, since the amount 
of premiums paid by the creditor will approximate the face value of the 
policy if the debtor lives out his expectancy. As a practical matter, the 
limitation imposed by the gross disproportion standard cannot be formu- 
larized or strictly applied. 


“.. . The circumstances must be such as not to raise the presumption 
that the transaction on its face was a mere speculation. 

“As was said by the learned judge ...: ‘If a man should owe me $10, 
I cannot go and insure his life to the extent of $10,000.’ ” 5 


Beyond this, case definition does not add much certainty.* In the event a 
policy is deemed to violate this standard, the creditor’s recovery is merely 
limited to the value of his debt plus premiums paid. The debtor’s estate is 
entitled to any excess. 

An insurance policy procured and maintained by the creditor is not a 
security device in legal effect. Payment of the debt does not invalidate 
the policy or give the debtor any rights in the proceeds, and, conversely, 
payment of the insurance proceeds does not discharge the debt.” If it is 
clearly shown, however, that the parties intend an acceptance of the policy 
or the proceeds by the creditor to discharge the debt, this agreement will 
be enforced.® Absent such intention, the creditor is absolute owner of the 
insurance policy and therefore would seem to be entitled at his option to 
the surrender value or loan benefits provided by the policy and to assign 
the policy or change the beneficiary. 


Effected by Debtor at Creditor’s Suggestion 


Litigation seldom concerns the determination of a creditor’s rights 


8 By the minority view (Texas) the creditor may recover only the amount of the 
debt, plus premiums paid, the rest of the proceeds going to the estate of the debtor. 

*The insurable interest must exist at the time the policy is procured. Wagner v. 
National Engraving Co., 307 Ill. App. 509, 30 N.E.2d 750 (1st Dist. 1940). 

5 Amick v. Butler, supra note 2, at 584, 12 N.E. at 520. 

®See Annot., GoBLE, INSURANCE 127 (2d ed. 1949); Vance, HANDBOOK oF INSURANCE 
200 (3d ed. 1951). 

7 Amick v. Butler, supra note 2, at 586, 12 N.E. at 521: “The beneficiary in a life 
policy . . . may enforce payment for the full amount, notwithstanding the debtor, on 
whose life it runs, may have paid the debt.” See also Zolintakis v. Orfanos, 119 F.2d 
571 (10th Cir. 1941). 

8 Lake v. New York Life Ins. Co., 120 La. 971, 45 So. 959 (1908); Deal v. Hainley, 
135 Mo. App. 507, 116 S.W. 1 (1909). 
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where he procures the policy in his own name. Controversies most often 
arise where a debtor has been induced to procure the policy and immedi- 
ately to name the creditor, who pays the premiums from the beginning, as 
beneficiary or assignee. Legally, this kind of transaction—in which the 
creditor is nominally assignee but in reality the moving party—is treated 
as though the creditor himself had effected the insurance.® Although the 
courts do “look through the form to the substance” in such a case, the rights 
of the creditor may become confused because of the problems concerning 
the limited rights of an assignee or beneficiary. 

In so far as the measure of recovery must be determined by the extent 
of the creditor’s insurable interest, the gross disproportion standard is ap- 
plied in the same way whether the debtor procures the policy with the 
creditor as the moving party, or the creditor procures the policy in his own 
name. The courts are more likely, however, to construe a transaction where 
the creditor is the moving party but is named merely as assignee as one for 
the sole purpose of collateral security. If the creditor has a strictly security 
interest, his recovery is limited to the amount of his debt, and upon pay- 
ment of the insurance proceeds or of the debt, his interest terminates.!° 

Where the creditor is the moving party and the court does not limit 
his interest to that of collateral security, there would seem to be no reason 
to treat him as less than absolute owner of the policy with regard to his 
rights to the surrender value or loan benefits. Since he is merely a bene- 
ficiary or assignee by the terms of the policy, however, the language in sev- 
eral Illinois cases is sufficiently broad to deny these rights.11_ The method of 
assignment may also create a problem unless it is done exactly as prescribed 
by the insurance policy. But since the assignment is typically made at the 
time the policy is procured in the instant situation, it is generally properly 
executed and no beneficiary is named who will contest the creditor’s right 
to death proceeds. 


Effected by the Debtor 


The validity of the assignment itself presents a much greater problem 
when a debtor assigns to his creditor a policy which was in force before 


®See Patterson, EssENTIALS oF INsuRANCE Law 144-45 (1935), for discussion of 
the “good-faith” and the “active-party” tests which are applied to determine whether 
a policy should be treated as though it were procured by the creditor, although nom- 
inally it was procured by the debtor. 

10 Warnock v. Davis, 104 U.S. 775 (1881); Union Trust Co. v. Chicago Nat'l Life 
Ins. Co., 267 Ill. App. 470 (4th Dist. 1932); Annot., 160 A.L.R. 1389 (1946). 

11 Fidelity Coal Co. v. Diamond, 322 Ill. App. 229, 54 N.E.2d 240 (1st Dist. 1944); 
Drysch v. Prudential Ins. Co., 287 Ill. App. 68, 4 N.E.2d 530 (1st Dist. 1936); Bethards 
v. Metropolitan Life Ins. Co., 287 Ill. App. 7, 4 N.E.2d 257 (1st Dist. 1936). These de- 
cisions apparently concern the attempt of judgment creditors to get at insurance life 
benefits merely as assets in the hands of their debtors and without an assignment or 
other interest in the policy itself. The opinions do not clarify the facts. See also Annot., 
37 A.L.R.2d 268 (1954). 
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the debt was incurred. A debtor’s right to transfer an interest in the death 
proceeds of an insurance policy is universally recognized. 


“ 


... The only real doubt grows out of the question whether he can 
confer upon an assignee a right to the proceeds of the policy at its ma- 
turity, superior to that of the named beneficiary, without changing the 
beneficiary in the manner stipulated in the contract.” !2 


In the interest of certainty, a creditor should be made beneficiary of the 
policy and the change made exactly as provided by the insurance contract. 
Illinois cases have upheld assignments without a change of beneficiary on 
the theory that the beneficiary’s interest is a mere expectancy and the in- 
sured, who is regarded as present holder of the policy rights, is free to 
transfer an interest in the death proceeds; 1* or on the theory that an as- 
signment is equivalent to a change of beneficiary.'* Decisions apparently 
reaching contrary results can be distinguished in that the assignments were 
without consideration and did not involve creditors at all.15 Since pro- 
visions requiring a particular form to change the beneficiary are for the in- 
surance company’s protection, the defense of non-compliance is waived 
unless the company objects. And a creditor’s rights are seldom contested by 
an insurance company because the company’s liability to someone is clear. 
In the usual situation, the insurance company admits its liability on the policy 
and interpleads all claimants.1* Dispute concerning whether an assignment 
will defeat the interest of a named beneficiary is often eliminated by a policy 
provision specifically providing for its assignment to be made in accord 
with the terms of the policy, and this compliance is necessary only if the 
company objects. 

Where there is a valid assignment of a policy initially procured and 
maintained by the debtor, the gross disproportion standard imposes no 
limitation on a creditor’s recovery of the face value of the policy, since no 
insurable interest is required of a bona fide assignee.1* A creditor, therefore, 
may recover the full proceeds unless recovery is limited by a consideration 
of the purpose of the assignment. Whether the policy is assigned merely for 
security purposes or absolutely is principally a question of intent,1*® but a 
presumption that the assignment is for security arises if the debtor has paid 
the premiums, or if the evidence shows an agreement whereby the debtor 


12 Grismore, The Assignment of a Life Insurance Policy, 42 Micn. L. Rev. 789, 
796 (1944). 

13 Equitable Life Ins. Co. v. Mitchell, 248 Ill. App. 401 (2d Dist. 1927). 

14 Martin v. Stubbings, 126 Ill. 387, 18 N.E. 657 (1888). 

15 Gordon v. Gordon, 117 Ill. App. 91 (3d Dist. 1904). 

16 Tmmel v. Travelers Ins. Co., 373 Ill. 256, 26 N.E.2d 114 (1940). 

17 Grigsby v. Russell, 222 U.S. 149, 32 Sup. Cr. 58 (1911). 

18 Bankers Life Co. v. Perkins, 284 Ill. App. 122, 1 N.E.2d 712 (1st Dist. 1936); 
VANCE, op. cit. supra note 6, at 764; PATTERSON, Op. cit. supra note 9, at 158. 
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was to reimburse the creditor for assuming the premium obligations. On the 
other hand, that a creditor is named as beneficiary rather than assignee has 
been held to be prima facie evidence of an intention that he is entitled to the 
full proceeds.!® Neither the agreement for payment of premiums nor the 
designation as beneficiary or assignee is controlling if a contrary intention 
can be shown. Even where the creditor has only a security interest, Illinois 
decisions consistently protect his limited right in the death proceeds pay- 
able under the policy.?° The rule applied is that the rights of a beneficiary 
or assignee who has given valuable consideration as a creditor cannot be 
defeated by a subsequent change of beneficiary or assignment without the 
creditor’s consent. 

In general, the expense to a creditor of maintaining a policy on the 
full life of his debtor is prohibitive in credit transactions involving small 
or short term loans or credit extensions. Term life insurance, covering the 
debtor’s life for only a limited period, is less costly, but gives no assurance 
of even eventual recovery. It would seem, except in extraordinary credit 
transactions, that a life policy economically protects a creditor only when 
the premiums are paid by the debtor and the creditor is given an interest as 
beneficiary, assignee, or pledgee. Caution will avoid most of the problems 
involved in a creditor’s use of life insurance as security. When a debtor’s 
property or earning capacity is destroyed, however, a life policy offers no 
immediate protection. Death of the debtor is only one of the many risks 
a creditor must assume. 


INSURANCE OF THE DEBTOR’S PROPERTY 
AGAINST FIRE 


The value of a person’s property is heavily relied upon by a creditor 
when deciding whether or not to extend credit. Moreover, the transferral 
of limited interests in a debtor’s property is perhaps the most common se- 
curity device. If the property relied upon, or which secured the debt, is 
destroyed, the debt may be uncollectible. It would seem appropriate, there- 
fore, for a creditor to consider methods of insuring a debtor’s property as 
a means of assuring repayment of a loan. A secured creditor may take out 
a policy on the debtor’s property naming himself as insured, or may, if the 
policy permits, acquire an interest in the policy as assignee. However, the 
insurable interest requirement imposes a severe limitation on an unsecured 


19“ |... [A] bsent a clear, convincing and cogent expression on the part of the in- 
sured to the contrary, the designated beneficiary in a policy of insurance is entitled to 
the entire proceeds on maturity of the contract.” Zolintakis v. Orfanos, 119 F.2d 571, 
577 (10th Cir. 1941). 

20Supreme Council Royal Arcanum v. Tracy, 169 Ill. 123, 48 N.E. 401 (1897); 
Bankers Life Co. v. Perkins, supra note 18; Gillham v. Estes, 158 Ill. App. 211 (3d Dist. 
1910); Osborne v. Dewees, 78 Ill. App. 314 (3d Dist. 1898). 
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creditor’s use of property insurance.?! Unlike the case of life insurance, an 
unsecured creditor is without the requisite insurable interest to support a 
policy naming himself as insured or assignee, in the sense of a novation or 
substitution of insureds, but he may legally be made an appointee under a 
loss payable clause, and apparently may acquire an enforceable security in- 
terest as a pledgee of the policy.” 


Policy Naming a Secured Creditor as Insured 


In the absence of an agreement by a creditor to procure insurance 
covering both his own and his debtor’s respective interests in the debtor’s 
property, a policy naming the creditor as insured covers only the creditor’s 
security interest.23 Should the insured property be destroyed, the maximum 
loss a creditor can suffer would equal the amount of his unpaid debt plus 
interest. An apparent conflict in case law exists, however, in regard to the 
proper measure of recovery for an insured creditor. Under the theory that 
property insurance is a contract of indemnity, the value of the debt would 
seem to set the upper limit of a creditor’s recovery. In a few cases, recovery 
has been allowed to the extent of the value of the property destroyed.** 
However, these cases, which to that extent appear to ignore the indemnity 
principle, generally impose a trust on the insurance proceeds paid to the 
creditor under which the proceeds in excess of the debt plus interest are 
held for the debtor’s benefit. Another situation in which the indemnity 
principle may not be strictly applied exists where other interests having 
priority to that of the insured creditor would exhaust the value of the 
property. The courts will often allow a full recovery of the debt, although 
under these circumstances the security interest in the debtor’s property is 
worthless.?5 

The debtor’s obligation to pay is not extinguished when a creditor has 


21The general rule that an unsecured creditor has no insurable interest in his 
debtor’s property is subject to several exceptions: An unsecured creditor has an in- 
surable interest (1) if he is a judgment creditor and no other assets of his debtor but 
the insured property remain, Spare v. Home Mut. Ins. Co., 15 Fed. 707 (C.C.D. Ore. 
1883); (2) if he is the creditor of a deceased debtor, Creed v. Sun Fire Office, 101 Ala. 
522, 14 So. 323 (1893); (3) if he holds a contract right, the value of which will be 
diminished by destruction of the debtor’s property, National Filtering Oil Co. v. Citi- 
zens’ Ins. Co., 106 N.Y. 535, 13 N.E. 337 (1887); and (4) if he holds a contract right 
which is conditional upon the continued existence of the property, Harrison v. Fortlage, 
161 U.S. 57, 16 Sup. Ct. 488 (1896). References to secured creditors hereafter will in- 
clude the above exceptions. 

22 Harnett and Thornton, Insurable Interests in Property: A Socio-Economic Re- 
evaluation of a Legal Concept, 48 Cotum. L. Rev. 1162 (1948); see also 1948 Ins. L.J. 
968. 

23 Farmers’ Loan and Trust Co. v. Penn Plate Glass Co., 186 U.S. 434, 22 Sup. Ct. 
842 (1902). 

24 Zenor v. Hayes, 228 Ill. 626, 81 N.E. 1144 (1907); Glenn, Creditor Insurance and 
Creditor’s Rights, 21 Corum. L. Rev. 209 (1921). 

25 See discussion in PATTERSON, Op. cit. supra note 9, at 114. 
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received insurance proceeds to the amount of his debt. However, the in- 
surance company is subrogated to the creditor’s claim and double recovery 
is exceptional. Also consonant with the indemnity concept of property in- 
surance is the rule that an insurable interest must exist at the time of the 
loss.26 Thus, if the debt is paid before a loss occurs, the creditor’s insur- 
able interest terminates and recovery is not allowed. 


Secured Creditor as Assignee of Policy 


Since the effect of an assignment is to substitute the assignee for the 
named insured, the assignee and the insured are accorded the same rights, 
required to show the same insurable interest, and are subjected to the same 
confusion concerning the measure of recovery. The validity of the assign- 
ment itself, however, raises an additional problem where a creditor claims 
the insurance proceeds as an assignee of a policy on the debtor’s property. 

A clause prohibiting assignment before loss generally is included in 
fire insurance policies.27 Justification for the “no assignment” clause is 
based upon the personal nature of a fire insurance contract. Over-insurance 
and intentional destruction of the insured premises, or changes in its use 
or conditions which may substantially increase the risk of loss, are moral 
hazards an insurance company considers in determining the risk involved 
in insuring any property against fire. Although proof of any of these hap- 
penings would bar recovery, the necessary evidence, especially where the 
premises are completely destroyed, is often difficult to acquire. The good 
character and past record of the insured, therefore, are of utmost impor- 
tance, and the insurance companies refuse to relinquish their privilege to 
choose the persons with whom they will contract. 

Unlike the insurable interest requirement, which is treated as a sine 
qua non to the validity of the contract, the “no assignment” clause may be 
waived by the insurance company’s express consent or by its conduct. In 
Illinois, notice to the company of the assignee’s interest without objection,?® 
or its acceptance of premiums from the assignee,” will be construed as a 
waiver of the condition prohibiting assignment. 


Creditor as Appointee or Pledgee 


A distinction should be made between an assignment of the insurance 
contract, which substitutes the creditor as the party insured, and an an- 
ticipatory assignment of a right to the proceeds by means of a loss payable 
clause or by a pledge of the policy as collateral security. The “no assign- 


26 VANCE, Op. cit. supra note 6, at 179. 
27 Davis, Rights and Liabilities of Principals in the Insurance Relationship—A Par- 
tial Survey, 5 Ark. L. Rev. 24, 36 (1950) (discussion of fire insurance as a personal 
contract); Annot., 31 A.L.R. 2d 1199 (1953). 
28 Fame Ins. Co. v. Mann, 4 Ill. App. 485 (1st Dist. 1879). 
2° Hartford Fire Ins. Co. v. Abner Orr, 56 Ill. App. 629 (3d Dist. 1894). 
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ment” clause applies only to the former—an assignment of the contract itself. 
In the latter case, the debtor is still the contracting party. It is his interest 
that is indemnified and it is he who must comply with the policy condi- 
tions.° Since an appointee under the policy or a pledgee for collateral se- 
curity need not have an insurable interest,*! the way is opened for an un- 
secured creditor to thus acquire a right in his debtor’s insurance. The value 
to a credtior of an interest as payee or pledgee is severely restricted because 
his debtor’s breach of condition will bar any recovery under the policy. 
Such an interest, however, does afford a creditor a preference in bankruptcy 
proceedings. 

If an unsecured creditor who has no insurable interest in the debtor’s 
property is to acquire an enforceable right as payee under a loss payable 
clause, the debtor must be the “moving party” in effecting the policy. The 
debtor’s consent to procurement of the policy has been stated as being suffi- 
cient to satisfy the moving party requirement.*? 

Under a loss payable clause, the whole amount of loss is paid to the 
creditor-payee, but the creditor holds any amount in excess of his debt for 
the debtor’s benefit. With the addition of the words “as his interest may 
appear” to the loss payable clause, the liability of the insurance company 
extends to both parties. If the company should wrongfully pay the entire 
proceeds to only one of the parties, the company’s liability to the other 
party is not extinguished. The simple loss payable clause would seem better 
for both the creditor and the insurance company since the creditor will re- 
ceive the full proceeds, and the company’s obligation can be met without 
determining the separate rights of debtor and creditor.** 

Except in the mortgagor-mortgagee, vendor-vendee, and bailor-bailee 
situations,** the use of fire insurance by a creditor is unusual. From a credi- 
tor’s point of view, a policy naming him as the insured is most advantageous. 
Consent of the debtor is not required, the creditor will receive a preference 
in bankruptcy, and most important, the debtor’s breach of condition does 
not bar his right to recover under the policy. However, an insurance policy 
where the creditor is the named insured is available only to a secured credi- 


30 Continental Ins. Co. v. Hulman & Cox, 92 Ill. 145 (1879). 

31 Glover v. Lee, 140 Ill. 102, [Glover v. Wells] 29 N.E. 680 (1892); Barwick v. 
Westchester Fire Ins. Co., 266 Ill. App. 574 (4th Dist. 1932); Guiterman v. German- 
American Ins. Co., 111 Mich. 626, 70 N.W. 135 (1897). 

82Patterson and MclIntyre, Unsecured Creditor’s Insurance, 31 Cotum. L. Rev. 
212 (1931). Mere consent by the debtor is not sufficient in the life insurance field. 
There, the evidence must show a good faith assignment of a policy which the debtor 
procured in his own right and without inducement from the creditor. Since the in- 
surable interest requirement is generally more stringent when applied to property in- 
surance, it is difficult to understand the basis of the distinction. No cases have been 
found which shed light on this question. 

383 bid. (discussion of loss payable and loss payable as interest may appear clauses). 
34 For a detailed discussion of the insurance of divided interests, see p. 615 supra. 
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tor. Fire insurance does afford a creditor protection against an important 
risk. The expense of maintaining a policy, however, must be weighed against 
this protection. As with life insurance, unless the debtor will pay premium 
charges, the cost of the policy is a strong deterrent factor. 


CREDIT INSURANCE 


The need of modern commercial society for the insurance of credit risks 
has not been satisfactorily met by the strained adaptation of ordinary life 
and property insurance for use as a security device. A businessman faced 
with a large and changing ‘accounts receivable’ asset cannot afford to insure 
the life of each debtor, nor, from a practical standpoint, can he require each 
debtor to carry straight life or property insurance for the creditor’s benefit. 
Credit insurance has recently undergone considerable development and ex- 
panded use in response to this need for insurance which is economical and 
sufficiently flexible to protect businessmen against the hazards of credit 
financing.*> The name, credit insurance, is applied to any policy designed 
to assure payment of a debt, and it encompasses two vastly different types 
of policies—industrial credit insurance and consumer credit insurance. The 
industrial credit policy insures against excess loss of accounts receivable in 
the event of the debtor’s insolvency or failure to pay within a specified time. 
In more recently developed consumer credit insurance, the insured event 
is the death or disability of the debtor. 


Industrial Credit Insurance 


Industrial credit insurance provides by far the most extensive coverage 
available, but it is offered only to wholesalers, manufacturers, advertising 
agencies, and other service organizations.°* Such a policy promises to in- 
demnify against loss of accounts receivable due to insolvency. The term 
insolvency *7 is broadly defined, and would seem to include all those causes, 


%5For a discussion of the historical development of credit insurance, see Cade, 
The Fundamental Issues of Consumer Credit Insurance, 1955 Ins. L.J. 76; Hanna, Credit 
Insurance, 79 U. Pa. L. Rev. 521 (1931); Kutp, Casuatty INsuRANCE 353-64 (rev. ed. 
1942). 

86 McCauley, Credit Insurance, 1956 Ins. L.J. 665. 

87“The policy agrees there is legal insolvency when: 

1. A debtor shall have absconded. 

2. A sole debtor shall have died. 

3. A sole debtor shall have been adjudged insane. 

4. A receiver shall have been appointed for a debtor. 

5. A debtor shall have transferred or sold his stock in trade in bulk. 

6. A writ of attachment or execution shall have been levied on a debtor’s stock 
in trade and said stock sold thereunder, or the writ returned unsatisfied. 

7. A debtor shall make a general offer of compromise to his creditors for less 
than his indebtedness. 

8. There shall have been a recording of or taking possession under a chattel mort- 
gage given by a debtor on his stock in trade. 
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whether legal or economic, which result in a debtor’s inability to meet his 
obligations as they fall due.3* In addition, the collection form of credit in- 
surance provides coverage for past-due accounts which are filed with the 
insurance company before expiration of a specified time, such as seventy 
days past due. Any amounts salvaged by the insurance company, less a col- 
lection charge, will be returned to the creditor, and uncollectible debts will 
be treated as though the debtors were insolvent.®® 

The apparently broad coverage of credit insurance is limited by sig- 
nificant restrictions on the amount of recovery. Every policy provides for 
an individual account limit which is dependent upon the credit rating given 
a particular debtor by a reputable rating agency.*® For example, where a 
debtor has a credit rating which sets the individual account limit at $3,000, 
the insurance covers only the $3,000 amount although the debt may be 
much larger.*! The face value of the policy also may limit the creditor’s 
recovery if its stated value is exceeded by the total losses on the individual 
accounts. As a general rule, however, face value is sufficiently high to cover 
the sum of individual losses. By deducting from the total amount of the 
bad debt any part which exceeds the individual account limit or the policy’s 
face value, the gross covered loss is determined.*? The deductions necessary 
to reach the final amount of recovery—net compensable loss—can best be 
explained by illustration.** 


Assume that A, who has a good credit rating, has purchased goods on 
credit in the amount of $60,000 when bankruptcy proceedings are filed 
against him. The individual account limit for a debtor with his credit 
rating is $50,000, and the face value of the policy is $500,000. 


9. A debtor’s business shall have been assigned to or taken over by a committee, 
appointed by a majority in number and amount of his creditors. 

10. There shall have been a recording of or taking possession under an assign- 
ment or a deed in trust made by a debtor for the benefit of his creditors. 

11. A voluntary or involuntary proceeding shall have been instituted to adjudge 
a debtor bankrupt. 

12. A proceeding for the relief of a debtor shall have been instituted in a court of 
bankruptcy.” Ku tp, op. cit. supra note 35, at 356-57. 

38 VANCE, Op. cit. supra note 6, at 1028, and cases cited. 

89 A policy may be of the collection, which is most common, or the non-coliection 
variety. A collection policy may require compulsory filing of all debts to entitle the 
insured to recover, or filing may be optional. Most collection policies are optional 
filing policies and allow recovery for debts filed and other debts, whether filed or not, 
if solvency occurs within the insured time. See also William Flaccus Oak Leather Co. 
v. Ocean Acc. and Guarantee Co., 351 Pa. 34, 40 A.2d 93 (1944). 

49 Kup, op. cit. supra note 35, at 361 (sets out table showing the relationship be- 
tween the credit rating and the individual account limit). 

41 Dickerson v. American Credit-Indemnity Co., 124 Pa. Super. 375, 188 Atl. 562 
(1936). 

42 Ismert-Hincke Milling Co. v. American Credit-Indemnity Co., 224 F.2d 538 
(8th Cir. 1955) (distinguishes gross covered loss and total bad debt loss). 

43 The values for the example given are taken in substance from Hanna, supra 
note 35. 
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Amount of bad debt $ 60,000 
Not exceeding: 
Individual account limit 50,000 
Face value of policy 500,000 
Gross Covered Loss $50,000 


Less Invoice Adjustments: 


1. All discounts which were avail- 
able to the debtor at the time 


of insolvency, 1,000 
2. Any goods which were or will 
be returned, 3,000 


3. Amounts collected by the com- 
pany plus reasonable collection 








charges. 5,000 
9,000 
Net Loss $41,000 
Less: 
1. 10% co-insurance 4,100 
2. Normal loss 5,000 
9,100 
Net Compensable Loss $31,900 








“Normal loss” is determined by a rather complicated procedure,** but in 
general, it is the percentage of bad debt loss that is sufficiently recurrent for 
most businesses to carry as overhead. Its purpose is to eliminate the insur- 
ance of losses which are initially anticipated. The purpose of requiring the 
insured creditor to bear part of the abnormal loss by co-insurance is to 
eliminate the recovery of profits and limit the insurance proceeds more 
nearly to replacement value of the goods sold. The deductions for normal 
loss and co-insurance are consistent with the principles that insurance should 
cover only fortuitous losses and that recovery should merely indemnify 
the insured. These deductions and the individual account limits reduce the 
creditor’s recovery substantially below the value of the original debt—in 
the illustration above, by nearly fifty per cent. 

Although the creditor generally must pay premium charges, the cost 
of credit insurance is nominal as compared with ordinary life or property 
insurance. It affords economical and broad coverage, though not on the full 
amount of the debt, so long as no attempt is made to insure debtors with in- 


“4 KuLp, op. cit. supra note 35, at 359. 
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ferior credit ratings. Both economy and adequacy decline sharply when 
inferior credit risks are included, and some insurance companies will refuse 
to insure the accounts of very risky debtors. When first developed in 1837, 
credit insurance was forecast as being the cure-all for business problems. 
At present, however, it plays only a minor part in the insurance field.‘ 
Insurance companies need better statistical information in order to lower 
premiums and to raise the individual account limits. The extension of credit 
insurance to a retailer’s small and rapidly changing accounts has not yet 
been considered practical.*® 


Consumer Credit Insurance 


Although no insurance is available to the retail creditor which will 
actually insure payment of his accounts receivable, consumer credit insur- 
ance does alleviate some of the credit hazards existing at the consumer level. 
In a credit life policy the insurance company promises to pay the debt in 
case of the debtor’s death. A credit disability policy insures payment of 
installments which accrue during a period of disability. 


“....[T]he... basic principle of consumer credit insurance is to pro- 
vide coverage which will automatically liquidate the indebtedness in 
the event of unforeseen disaster—death or disability.” 47 


Both individual and group credit life policies are available. A group 
policy protects a creditor in the event of any debtor’s death during the 
period covered by the policy. Generally, its cost must be carried by the 
creditor, and unless his credit accounts are substantial, he does not qualify 
for group coverage.** A creditor who has few accounts, or who cannot 
absorb the cost of credit insurance, may protect himself by requiring his 
debtors to carry and pay the premiums of individual credit life policies. 
A decreasing-term credit life policy will pay at maturity only the balance 
of the debt. Under a level-term policy, the insurance company is liable for 
the whole value of the original debt, and any excess over the balance which 
is paid to the creditor will be paid to the debtor’s estate.*® 

Credit disability insurance is also available on group or individual 
terms. The policy generally provides that, should the debtor be disabled 


45 Kup, op. cit. supra note 35, at 354. 

46 See Patterson and McIntyre, Unsecured Creditor’s Insurance, 31 Cotum. L, REv. 
212 (1931), for a general criticism of industrial credit insurance. 

47 Cade, supra note 35, at 79. 

48 The so-called “break-even” point is a matter of controversy. Some writers 
contend that an outstanding loan balance of $100,000 is necessary. Cade, supra note 35, 
at 79. Others contend that the “break-even point is between $11,500 and $30,000. Mors, 
Small-Loan Laws and Credit Insurance, 1954 Ins. L.J. 778. 

49 Premium cost is as follows: (1) Individual level term—$2/$100/year, (2) Indi- 
vidual decreasing term—$1/$100/year, (3) Group (decreasing-term)—$.49/$100/year. 
See Buck, Credit Life, Health and Accident Insurance: Functions and Operations, 1953 
Ins. L.J. 394. 
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for a certain period, e.g., three, seven, or fourteen days, the insurance com- 
pany will pay that portion of the debt which accrues during the disability 
period. In an elimination disability policy, payments cover only the period 
of disability in excess of the specified number of days. In a retroactive 
disability policy, the insurance company promises, when disability has ex- 
isted for the prescribed number of days, to pay for the entire period of 
actual disability. 

A realistic picture of the consumer level of credit financing requires 
notice of the close relationship of volume installment sellers and finance 
companies. Since by far the greater credit risks fall on such companies, 
and upon the ever-growing small loan companies, these institutions are the 
major users of consumer credit insurance. The propriety of the close re- 
lationship of insurance companies and financing institutions is currently the 
subject of heated controversy. Whether the sale of credit insurance by small 
loan companies, especially where they retain a substantial part of the pre- 
miums they collect, is economically justified is subject to serious doubt.®! 
These issues are beyond the scope of the general problems concerning insur- 
ance for the ordinary businessman and creditor. Mention of the issues is 
made, however, because the availability of credit life and credit disability 
insurance is closely related to their final determination, and because more 
and more businessmen are doing their credit business through financing 
institutions. 


CONCLUSION 


Without question, there is a place in our credit economy for insurance 
designed to reduce credit hazards. On the consumer level, however, the 
vulnerable position of the short-term debtor and the appeal of insurance to 
unscrupulous money-lenders combine to create a legislative problem. In 
Illinois, partial prohibition of credit insurance has resulted,®? although care- 
ful regulation would seem to be a better answer. 


50 Dunbar, Credit Insurance—Use by Licensed Lenders, 1956 Ins. L.J. 443; Mors, 
Consumer Installment Credit Insurance, 1956 Ins. L.J. 299; Mors, Small-Loan Laws and 
Credit Insurance, 1954 Ins. L.J. 778. 

51 Buck, supra note 49, at 394 (that individual credit life insurance with debtor 
paying premium and compensation to loan company is justified); Cade, supra note 35, 
at 79; Mors, Small-Loan Laws and Credit Insurance, 1954 Ins. L.J. 778 (that there is no 
justification for the tie-in of insurance companies and financing institutions, that level 
term and disability insurance are of questionable value, and that loan companies should 
never retain any part of the premiums paid); Dunbar, supra note 50, at 443 (that the use 
of all varieties of consumer credit insurance fulfills a bona fide insurance need so long 
as used under proper state regulatory supervision); Van Slyck, Jr., Insurance Security 
for Loans—Historical Development of Court-Made Law, 23 J.B.A. Kan. 239 (1955) 
(that reasonable requirement of insurance coverage by lenders will not violate the 
usury laws). 

52Trt. Rev. Stat. c. 74, § 31(e) (1957) (Small Loan Act): “In addition to the in- 
terest herein provided for no further or other charge or amount whatsoever for any 
. . . insurance premium .. . shall be directly or indirectly charged, contracted for, or 
received. .. .” 
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Industrial credit insurance that is economical is available only to whole- 
salers and manufacturers whose debtors have a high credit rating. Less 
secure debts are not insurable, or the expense is prohibitive. Similarly, the 
use of ordinary life and property insurance is too costly, as a general rule, 
unless the debtor is willing to pay the premium charges. Although it may 
be unrealistic to require all debtors to maintain insurance for the creditor’s 
benefit, a creditor should always suggest that he be assigned a security in- 
terest in insurance held by a prospective debtor. Ordinary insurance does 
provide security for long term and substantial loans, and in the case of risky 
credit extensions, maintenance of a policy by the creditor may be well worth 
its expense. 

Peccy Suz ANDERSON 

















Comments 


PRE-TRIAL PSYCHIATRIC EXAMINATION AS PROPOSED 
MEANS FOR TESTING THE COMPLAINANT’S 
COMPETENCY TO ALLEGE A SEX OFFENSE 


Research by the psychiatric profession indicates that some women are 
capable of falsifying their version of a sexual experience to the extreme 
of bringing erroneous criminal charges. An innocent man accused by 
such a woman runs the risk not only of conviction but of having his repu- 
tation stained by the social stigma which ordinarily accompanies such a 
charge and which may persist even after his acquittal. In order to minimize 
these hazards, several writers have suggested that the pre-trial examination 
of the prosecutrix include a psychiatric test.2 The Supreme Court of 
Indiana has been the only judicial body to indicate that a state-initiated 
psychiatric examination ought to be required of the prosecutrix in doubt- 
ful cases. In 1957, however, only four years after adopting this position, 
the Indiana court reversed itself and decided that the state could not be 
compelled by the trial court to subject the complainant to such an examina- 
tion. With this brief exception, jurisdictions in the United States have 
relied on other than scientific means for testing the female complainant’s 
veracity in an alleged sex offense. 

Most American courts have adopted a rule which permits a conviction 
on the uncorroborated testimony of the prosecutrix.5 English courts have 
varied this approach slightly by requiring the trial judge to warn the 
jury that such testimony is to be considered with the greatest caution.* In 
either form the rule is unsafe from the standpoint of the defendant because 
it permits an untrained group of jurors to speculate as to the truthfulness 
of the charge. If the prosecutrix is capable of fabricating a story she may 
be equally capable of convincing the jury that it is true. There is always 
the possibility that a plausible tale will be readily accepted as credible 
because the judge and jury are untrained in matters of mental disorders 
and sympathetic toward the alleged victim.?’ For example, in a recent 
Arizona case ®§ where the defendant was charged with incest and statutory 


1For an account of investigations conducted by social service workers and 
psychiatrists of women or young girls who testify as complaining witnesses, see 3 
Wicmore, Evipence § 924a (3d ed. 1940). 


2 [bid.; 26 Inv. L.J. 98 (1950); 39 J. Crim. L., C. & P.S. 750 (1949). 
’Burton v. State, 232 Ind. 246, 111 N.E.2d 892 (1953). 
*Wedmore v. State, 143 N.E.2d 649 (Ind. 1957). 


5 E.g., Cosilito v. State, 197 Ind. 419, 151 N.E. 129 (1926); State v. Trocke, 127 
Minn. 485, 149 N.W. 944 (1914); Strand v. State, 36 Wyo. 78, 252 Pac. 1030 (1927). 


® Rex. v. Parkin, 31 Man. 438 (1922); 13 Hatspury, Laws or ENcLANp § 841 (2) 
(2d ed. 1934). 


7 People v. Smallwood, 306 Mich. 49, 10 N.W.2d 303 (1943). 
8 State v. Merryman, 79 Ariz. 73, 283 P.2d 239 (1955). 
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rape of his fourteen year old daughter, the defendant was able to intro- 
duce some evidence that the charge was motivated by the daughter’s 
extreme hatred for him. A timely physical examination of the girl showed 
no indication of a sexual attack. Nonetheless, the conviction was affirmed 
on the theory that no corroboration was necessary and that the jury should 
determine whether the complainant’s story was so incredible that no 
reasonable man could believe it. 

Some courts have adopted the rule that the testimony of the complain- 
ant must be corroborated with “other evidence” before the case is presented 
to the jury.? This rule could place a heavy burden on the state, depending 
upon what the court considers as other evidence. The following examples 
indicate, however, that the courts have accepted very slight evidence as 
sufficient corroboration. In one instance the fact that the defendant 
registered in a hotel with the prosecutrix was enough to support a con- 
viction for rape.1° In another case, evidence that the defendant’s alleged 
accomplice had venereal disease and that the prosecutrix was also infected 
was enough to corroborate her story that the defendant raped her notwith- 
standing the fact that the defendant was found free of the disease.’ It 
would appear that just results can be had under the doctrine of corrobora- 
tion only if the courts maintain a strict requirement as to the quality of 
the evidence used to substantiate the complainant’s testimony. 

In Illinois the rule requiring corroboration has been modified to the 
extent that corroboration is not necessary in certain instances. If the 
prosecutrix’s testimony is “clear and convincing,” no other evidence is 
necessary to sustain a conviction.!2 Thus, in practice, the defendant may 
have no protection from false charges, because a woman whose sense of 
reality is dulled but whose cunning is sharpened by a mental aberration may 
be able to give a “clear and convincing” account. Even if the complainant 
is not talented enough to relate a convincing story, the judge must still 
rely on a rule of thumb to decide what will be acceptable supporting 
evidence in a weak case. A wide range of evidence has been accepted by 
the Illinois court as corroborative. A complaint by the prosecutrix soon 
after the alleged crime is usually held sufficient.1* Corroboration may be 
by the physician who examined the complaining witness after the alleged 
assault.1* Statements made by the defendant to law enforcement officers 
concerning the attack have also been held sufficient to support the com- 


9 State v. Short, 39 Idaho 446, 228 Pac. 274 (1924). 
10 State v. Scott, 20 Wash. 2d 696, 149 P.2d 152 (1944). 

11 Fox v. Commonwealth, 299 Ky. 293, 185 S.W.2d 394 (1945). 

12 People v. Vaugh, 390 Ill. 360, 61 N.E.2d 546 (1945); People v. Hiddleson, 389 Ill. 
293, 59 N.E.2d 639 (1945). 
13 People v. DeFrates, 395 Ill. 439, 70 N.E.2d 591 (1946). 
14 People v. Mason, 301 Ill. 370, 133 N.E. 767 (1921). 
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* plainant’s testimony.!® The birth of a child is usually not sufficient to cor- 
roborate the prosecutrix’s testimony that the defendant has raped her, 
but a birth may be evidence that a crime has been committed by someone.!@ 
In addition the terminology employed by the Illinois court raises a question 
as to the amount of evidence needed to sustain a conviction. A conviction 
for a crime must be supported by proof beyond a reasonable doubt and a 
conviction based solely on a “clear and convincing” story would not seem 
to fulfill that requirement. 

The doctrine of corroboration represents a commendable attempt 
to prevent weak cases from going to the jury; however, it is not a reliable 
solution in all cases. In practice the doctrine operates effectively only 
because sufficient evidence is available to show guilt beyond a reasonable 
doubt. In those cases where the corroborating evidence is slight some other 
means of testing the truthfulness of the charge is still needed. 

Various solutions have been proposed to meet the need created by 
accusations which appear unfounded. Professor Wigmore advocates legis- 
lative adoption of the rule that “No judge . . . [be allowed to] ... let a 
sex-offense charge go to the jury unless the female complainant’s social 
history and mental makeup have been examined and testified to by a 
qualified physician.” 17 Although statutes of this nature have not as yet 
been enacted, several courts have discussed the admisssibility of psychiatric 
and related testimony as a method of impeaching the prosecuting witness.1* 

In United States v. Hiss,® a federal court held that evidence of mental 
derrangement is admissible for the purpose of discrediting a witness. The 
court concluded that this type of evidence should go to the jury to aid 
in its determination of the credibility to be afforded the witness. Numerous 
state courts have indicated that the introduction of expert tesimony con- 


15 People v. Langer, 384 Ill. 608, 52 N.E.2d 194 (1943). 

16 People v. Findley, 286 Ill. 368, 121 N.E. 608 (1918); People v. Cassidy, 283 Ill. 
398, 119 N.E. 279 (1918). 

173 Wicmore, Evipence § 924a (3d ed. 1940). (Emphasis omitted.) 

18 Mell v. State, 133 Ark. 197, 202 S.W. 33 (1918); Jeffers v. State, 145 Ga. 74, 
88 S.E. 571 (1916); State v. Teagor, 222 Iowa 391, 269 N.W. 348 (1936); People v. 
Cowles, 246 Mich. 429, 224 N.W. 387 (1929); State v. Wesler, 137 N.J.L. 311, 59 A.2d 
834 (1948), aff'd, 1 N.J. 58, 61 A.2d 746 (1948); Ellarson v. Ellarson, 198 App. Div. 
103, 190 N.Y. Supp. 6 (3d Dep’t 1921); Miller v. State, 49 Okla. Crim. 133, 295 Pac. 
403 (1930); Bouldin v. State, 87 Tex. Crim. 419, 222 S.W. 555 (1920); State v. 
Pryor, 74 Wash. 121, 132 Pac. 874 (1913); Rice v. State, 195 Wis. 181, 217 N.W. 
697 (1928). Contra, Simpson v. State, 31 Ind. 90 (1869); State v. Driver, 88 W. Va. 479, 
107 SE. 189 (1921); Strand v. State, 36 Wyo. 78, 252 Pac. 1030 (1927). The cases 
excluding psychiatric testimony are explainable in that they occurred before the value 
of psychiatry was recognized and the fact that the courts relied on the rule that the 
opinion of a witness must be based on the community judgment and not on personal 
observation. 

1988 F. Supp. 559 (1950), aff'd, 185 F.2d 822 (2d Cir. 1950), cert. denied, 340 
U.S. 948, 71 Sup. Ct. 532 (1951). See Conrad, Psychiatric Lie Detection, 21 F.R.D. 199 
(1958), for a discussion of this and related cases. 
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cerning the complainant’s mental attitude is desirable in sex offense cases.?° 
Yet these same courts have questioned the practicability of requiring the 
state to introduce such evidence in every sex offense case. The objection 
has been that a psychiatric examination of the complainant would be un- 
necessary in every case and would be unjustifiably expensive if required. 

The development of the drug commonly known as “truth serum” has 
offered another means for testing the complainant’s veracity. In Lindsey 
v. United States,2 however, the court indicated that this method will not 
be acceptable. In that case, a tape recording of answers given by the 
prosecuting witness while under the influence of sodium pentothal was not 
admissible in evidence. The court did not consider the jury qualified to 
interpret such a recording, but there would seem to be no reason why a 
summary of this type of interview could not be given in evidence by a 
trained psychiatrist.2? It is doubtful, however, whether most complainants 
would subject themselves to the injection of these drugs. 

It is submitted that there is a need for some method which would 
provide a check on the prosecutrix’s testimony without barring the prosecu- 
tion of valid complaints. It is believed that a psychiatric examination of 
the female complainant would be a satisfactory and workable solution. The 
psychiatric examination would be an improvement over the current I]linois 
practice of sustaining convictions based on the “clear and convincing” 
evidence test or on the prosecutrix’s testimony coupled with weak cor- 
roborating evidence. The test should not be necessary where the other 
available evidence strongly corroborates the complainant’s story. Since the 
state is aware of the quality of available evidence early in a case and would 
be likely to perform such a test promptly, if the evidence is weak, for fear 
of a reversal, the burden of giving this test should be placed on the prosecu- 
tion. 

A means now exists for eliminating uncertainty in close cases; therefore, 
there is no justification for permitting doubtful decisions in this area of the 
law. However, since the courts have been reluctant to require a state 
initiated psychiatric examination, this problem calls for a remedial legislative 
enactment.8 
LutHer C. McKInnEY 


20 See cases cited note 18 supra. 
21 237 F.2d 893 (9th Cir. 1956). 
22 See 1957 U. Int. L. Forum 138. 

28 The Indiana Supreme Court in denying that the trial court had the power to 
compel the state to initiate a psychiatric examination, adopted the following language: 
“T do not hold lightly the language found in Wigmore’s Treatise on Evidence... . 
I think it merits the careful consideration of the General Assembly. But if the 
suggestions therein made are to become the law in Indiana, it should be made law by 
the legislature.’” Wedmore v. State, 143 N.E.2d 649, 653 (Ind. 1957). 
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THE JOINT AND SURVIVORSHIP BANK ACCOUNT 


Joint bank accounts,! payable to the depositor or a third party with 
right of survivorship, have become increasingly common in recent years. 
Their popularity is due to the fact that they are employed by persons with 
small estates who endeavor to effectuate a testamentary disposition with 
neither the expense of drafting a will nor the delay of probate proceedings.” 
This objective can be accomplished, however, only if joint accounts can 
be utilized without the aid of attorneys. Hence, to facilitate this objective 
the rules of law should be uniform and simple of application; unfortunately, 
they are not. At least four theories, with varying results, have been ad- 
vanced by the courts to determine the legal effect of a joint account and 
the corresponding rights of the parties where such an account has been 
created.8 

The deposit agreement signed by both parties when the joint account 
is created usually reads: “As joint tenants, with right of survivorship and 
not as tenants in common.” Most states provide by statute that the de- 
pository bank is protected against a claim of the donor depositor or the 
donee whenever it has made payment to one of them in accordance with 
the written agreement.* Since the written instrument also gives either 
individual the power to withdraw all the funds during his lifetime,® the 
question of ownership as between the depositor’s estate and the “donee 
survivor” ® usually does not arise until after the death of the donor deposi- 
tor. 


1Since the courts have not distinguished joint and survivor savings accounts from 
joint and survivor checking accounts, reference to joint bank accounts includes both 
savings and checking accounts. 

2 Joint and survivor accounts have been used for other than testamentary purposes. 
Estate of Williams v. Tuch, 313 Ill. App. 230, 39 N.E.2d 695 (1st Dist. 1942) (to allow 
an agent to transact his principal’s business); Sullivan v. Hughes, 303 Mass. 442, 22 
N.E.2d 43 (1939) (to effect an inter vivos gift); Moreau v. Moreau, 250 Mass. 110, 
145 N.E. 43 (1924) (to facilitate the handling of family finances); Beaur v. Beaur, 
117 N.Y. 421, 22 N.E. 940 (1889) (to evade bank regulations). 

3The four theories of law recognized by various jurisdictions at one time or 
another are: law of gifts, Estate of Schneider, 6 Ill. 2d 180, 127 N.E.2d 445 (1955); 
law of trusts, Kornmann v. Safe Deposit Co., 180 Md. 270, 23 A.2d 692 (1942); law 
of contracts, Castle v. Wightman, 303 Mass. 74, 20 N.E.2d 436 (1939); law of joint 
tenancy, Tacoma Sav. & Loan Ass’n v. Nahm, 14 Wash. 2d 576, 128 P.2d 982 (1942). 

It is to be noted that at the present time only Maryland recognizes joint bank 
accounts on the trust theory, while no jurisdiction uses the joint tenancy theory 
alone. However, the account cannot be thought of in terms of joint tenancy because 
the four unities—time, title, interest, and possession—of the common-law joint tenancy 
are not present. 3 Hotpswortu, History or EncuisH Law 126 (1923). 

*EF.g., Int. Rev. Stat. c. 76, § 2(a) (1957); Mass. ANN. Laws c. 334, § 1 (1953); 
Tenn. Cope ANN. § 45-412 (1956). 

5 See, e.g., Illinois Trust and Sav. Bank v. Van Vlack, 310 Ill. 185, 141 N.E. 546 
(1923). 

®The term “donee survivor” was first adopted by Justice Vinson in Mathieu v. 
Moncrief, 135 F.2d 645 (D.C. Cir. 1943), as a convenient means of describing the 
surviving party who had not contributed any of the funds to a joint and survivor 
account, 
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The nature of the survivorship interest created in the joint account 
is identical to that created by a joint tenancy at common law.? The donee 
survivor is entitled to the funds remaining in the account at the death of 
the depositor to the exclusion of the estate of the deceased. However, 
the question of whether such an interest is in fact created has given the 
courts considerable difficulty.® In Illinois, the requisites for the creation 
of a survivorship interest are governed by statute.!° Mere compliance 
with this statute, however, will not ensure the depositor that he has created 
an interest in the donee which will survive the donor’s death. Justice 
Schaefer of the Illinois Supreme Court indicated this when he said that the 
familiar joint bank account has had an uneasy history in the courts of this 
state.1! This is probably true because the creation of a joint account may 
be analyzed by a number of contrasting legal theories—each particular 
theory achieving a different result. 

The majority of American jurisdictions apply the law of gifts to the 
joint and survivor account, while a minority apply contract principles. 
Traditionally, there are three essential elements for the creation of an 
inter vivos gift: the donor must intend to make a gift, he must surrender 
control of the subject matter, and there must be an acceptance by the 
donee.!? Acceptance, however, will usually be presumed.4? In order to 


™See note 4 supra. 

8 See, e.g., Culini v. Northern Trust Co., 335 Ill. App. 86, 80 N.E.2d 275 (1st Dist. 
1948). It also appears that if a survivorship interest is created in the account, the 
account will not be subject to a lien for the payment of the deceased depositor’s 
unpaid income tax. Tooley v. Commissioner, 121 F.2d 350 (9th Cir. 1941). 

®The theory used by the courts as a means of determining the validity of a 
survivorship interest will to a large extent determine the requisites necessary to create a 
survivorship interest. See, e.g., Armstrong v. Morris Plan Industrial Bank, 228 Ky. 
192, 138 S.W.2d 359 (1940). 

10“When a deposit in any bank or trust company ... has been made... in 
the names of two or more persons payable to them when the account is opened or 
thereafter, such deposit or any part thereof ... may be paid to any one of said persons 
whether the other or others be living or not, and when an agreement permitting 
such payment is signed by all such persons at the time the account is opened or 
thereafter the receipt or acquitance of the person so paid shall be valid and sufficient 
discharge . . . to the bank for any payments so made.” Ixy. Rev. Stat. c. 76, § 2(a) 
(1957). 

The Illinois Supreme Court has held that this statute requires that both parties 
must execute a written instrument showing their intent to create joint interests with 
rights of survivorship before survivorship rights can be created. Doubler v. Doubler, 
412 Ill. 597, 107 N.E.2d 789 (1952). 

11 See Estate of Schneider, 6 Ill. 2d 180, 127 N.E.2d 445 (1955), where the court 
held such an account ineffective to create a survivorship interest in the donee when 
he was only a friend of the donor and the evidence indicated that the donor intended 
to create an agency. See Note, 23 Cu. L. Rev. 289 (1956) where an excellent discus- 
sion of this case may be found. 

The joint and survivor account between husband and wife, however, will 
normally be an effective means of creating a survivorship interest in the donee-spouse. 


12 Havinghurst, Gifts and Bank Deposits, 14 N.C.L. Rev. 129 (1936). 
13 Brown, A TREATISE ON THE Law or PersonaL Property 189 (1936). 
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apply the law of gifts to joint accounts, it is necessary to find that the 
subject matter of the gift is an interest in the deposit rather than the funds 
comprising that deposit. The courts which employ the gift theory have 
refused to apply contract law on the ground that there is no consideration 
to support a contract between the depositor and the donee.1® The minority 
of courts which have adopted the law of contracts, however, have found 
that the execution of the deposit agreement creates and vests equal rights, 
with survivorship in all the parties.’6 Thus, since the contract is fully 
executed, no consideration is needed.17 Other courts regard the deposit of 
funds with the bank as sufficient consideration to support an agreement be- 
tween the bank, the depositor, and the donee.1® A few jurisdictions have 
attempted to apply the rationale of a third party beneficiary contract in 
order to determine the rights of the donee survivor.!® Technically speaking, 
however, the donee survivor is not a third party beneficiary because he is 
a party to the contract and a direct promisee of the bank. This brings him 
into “privity” and prevents him from being a stranger to the contract.”° 
It is clear that the particular theory adopted by a court materially 
affects the outcome of contests over “ownership” of the funds between the 
donee survivor and the depositor’s estate.21_ Under the law of gifts, parol 
evidence is admitted to determine the deceased depositor’s intent,?? while 


14 Murray v. Gadsen, 197 F.2d 194 (D.C. Cir. 1952). Otherwise, the gift will be 
declared invalid for non-compliance with the statute of wills since the donor has not 
surrendered dominion over the funds before his death. See Estate of Wagoner, 5 IIl. 
App. 2d 130, 125 N.E.2d 154 (3d Dist. 1955). 

15 See, e.g., Imire v. Imire, 246 F.2d 652 (D.C. Cir. 1957); Estate of Schneider, 
supra note 11. 

16 Harvey v. Huffer, 125 Ind. App. 478, 126 N.E.2d 784 (1955); Malone v. 
Sullivan, 136 Kan. 193, 14 P.2d 647 (1932); Sage v. Flueck, 132 Ohio 377, 7 N.E.2d 802 
(1937). 

17Sage v. Flueck, supra note 16; Cleveland Trust Co. v. Scobie, 114 Ohio 241, 
151 N.E. 373 (1926). 

18 Hill v. Havens, 242 Iowa 920, 48 N.E.2d 870 (1951). Before the adoption of the 
gift theory in Illinois in 1955, it was implied in the cases that the deposit of funds 
with the bank was sufficient consideration to support an agreement between the 
bank, the donee, and the donor depositor. See Illinois Trust and Sav. Bank v. Van 
Vlack, 310 Ill. 185, 141 N.E. 546 (1923). 

19 F.g., Burns v. Nolette, 83 N.H. 489, 141 Atl. 848 (1929). 

20 Even if the third party beneficiary rationale were applied to joint bank accounts, 
the objectionable factors of the law of gifts would not be eliminated because the parol 
evidence rule would not bar oral testimony conflicting with the deposit agreement. 
Essential to recovery as a donee beneficiary is a showing that the donor intended to 
make a gift. RESTATEMENT, Contracts § 133(1)(a) (1932); Note, 23 Cur. L. Rev. 289 
(1956). Therefore, the same evidence admissible under the gift theory would also be 
admitted under the rationale of a third party beneficiary contract. See Carson Pirie 
Scott & Co. v. Parrett, 346 Ill. 252, 178 N.E. 498 (1931). 

211 Scott, Trusts §$§ 58.6, 502-510 (1956). 

22 However, some courts which apply the gift theory do not admit parol evidence 
to vary the terms of the written instrument. See, e.g., Commerce Trust Co. v. Walls, 
360 Mo. 971, 231 S.W.2d 817 (1950); State Board of Equalization v. Cole, 122 Mont. 9, 
195 P.2d 989 (1948). 
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under the law of contracts the deposit agreement, signed by both of the 
parties, is considered as conclusive evidence of their rights, absent fraud, 
duress, or mistake.?8 Admittedly, joint and survivor accounts are creatures 
of both gift and contract.*4 Therefore, treatment of this subject exclusively 
in terms of gift or contract is artificial, Regardless of which legal theory 
is applied to the joint account, no difference in the application of the parol 
evidence rule should result because the facts and the ultimate issue remain 
the same under either theory. 

In general, under gift law, parol evidence is admitted only to show 
the purpose of the delivery of the subject matter of the gift.25 By analogy, 
the courts which apply this theory to joint accounts hold parol evidence 
admissible to explain and determine the purpose of the written deposit 
agreement.2® However, the fallacy in such an argument is that the 
reason courts admit parol evidence to explain the purpose of a delivery of 
the subject matter by the donor is that mere delivery does not prove the 
donor’s intent to make a gift but is merely evidence of a donative intent.?? 
The written deposit agreement, on the other hand, adequately demonstrates 
on its face the donative intent of the depositor. Since the written agree- 
ment accomplishes the evidentiary functions of a delivery, it is arguable 
that there is no necessity for admission of parol evidence to explain the 
purpose of the written deposit agreement.”8 

The principal reason for treating the written deposit agreement as con- 
clusive evidence of the rights of the parties is to provide a degree of cer- 
tainty which is essential in any scheme of testamentary disposition. The 
courts argue, however, that if the written deposit agreement is conclusive, 
the donee survivor may be unjustly enriched when the depositor intended 
to create only an agency. On the other hand, once parol evidence is ad- 
mitted, ostensibly to protect such a depositor, the courts are sacrificing 
certainty in an area of law where it is highly desirable.2® There is also some 


23 Estate of MclIrath, 276 Ill. App. 408 (4th Dist. 1934). 

24If the law of gifts is applied to the joint account, the subject matter of the 
gift must be a contract, while in the application of the contract theory, the donee 
survivor would receive something for which he had not paid. See Note, 23 Cut. L. 
Rev. 289 (1956). 

25 Murray v. Gadsen, 197 F.2d 194 (D.C. Cir. 1952). 

26 Castle v. Wightman, 303 Mass. 74, 20 N.E.2d 436 (1939); see also McIntosh v. 
Fisher, 125 Ill. App. 511 (3d Dist. 1906). 

27 Mechem, The Requirement of Delivery in Gifts of Chattels and of Choses in 
Action Evidenced by Commercial Instruments, 21 Iti. L. Rev. 341 (1926). 

28In Commerce Trust Co. v. Watts, 360 Mo. 971, 231 S.W.2d 817 (1950), the 
court concluded that the contract itself supplies all the formalities necessary to make 
the gift effective. 

20 There are other means available to protect a person whose purpose in depositing 
funds is to create an agency, but there is only one method to create a survivorship 
interest in a bank account short of complying with the statute of wills. See Russell 
and Prather, Legal Aspects of Savings Accounts, 19 U.S. Sav. & Loan Leacue LEGAL 
Butt. 1 (1953), where it is pointed out that power of attorney would accomplish 
the same result as does the joint and survivor account. 
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question as to whether oral testimony will ever be indicative of the true 
intent of the deceased depositor.8° The Dead Man’s Act*! provides that 
the one person most familiar with the depositor’s intent in creating the 
joint account is incompetent to testify on his own behalf. Yet the donee 
survivor has the burden of proving the depositor’s donative intent. The 
mere execution of a deposit agreement providing for survivorship should 
at least create a presumption of donative intent in favor of the donee 
whether the parol evidence rule is a bar to the introduction of oral testimony 
or not.3? 

Prior to 1955, the Illinois courts consistently applied contract prin- 
ciples to joint and survivor accounts.3? However, in Estate of Schneider,3+ 
the Illinois Supreme Court overruled its former position and adopted the 
gift theory which allows oral testimony in evidence to contradict the 
written agreement. In the same year, the legislature passed a new Savings 
and Loan Association Act 5 which expressly states that whenever a joint 
and survivor agreement is executed by both parties the account shall be 
held by them as joint owners with rights of survivorship. It is difficult 
to argue from the language of this act that the statute was passed merely to 
protect the association. The statute indicates that at least in savings and 
loan accounts the executed written agreement shall be determinative of the 
rights of the parties. Nor does there appear to be any valid reason for 
drawing a distinction between a joint account with an association and 
a joint account with a bank. The legislative policy would seem to compel 
the courts to reconsider the principles of the Schneider case for future 
treatment of joint and survivor accounts. 

The courts’ principal objection to accepting the deposit agreement as 


30See McCormick, The Parol Evidence Rule as a Procedural Device for Control 
of the Jury, 41 Yae L.J. 365, 366 (1932), where it is suggested that there is a disinclina- 
tion of the jury to evaluate fairly the unreliability of the oral testimony of interested 
parties. 

31 Tui. Rev. Stat. c. 51, § 2 (1957). 

82 Rather than excluding all parol evidence, an alternative would be to allow 
limited oral testimony to show the relative ownership of the funds during the lives of 
the parties and to hold the deposit agreement as conclusive evidence of the rights 
of the parties only after the death of one of the parties. This is the rule in New York. 
Marrow v. Moskowitz, 255 N.Y. 219, 174 N.E. 460 (1931). 

33 Estate of Wilson, 404 Ill. 207, 88 N.E.2d 662 (1949); Reder v. Reder, 312 III. 
209, 143 N.E. 418 (1924); Illinois Trust and Sav. Bank v. Van Vlack, 310 Ill. 185, 141 
N.E. 546 (1923); Erwin v. Felter, 283 Ill. 36, 119 N.E. 926 (1918); Culini v. Northern 
Trust Co., 335 Ill. App. 86, 80 N.E.2d 275 (1st Dist. 1948); Estate of Nalosha, 307 IIl. 
App. 183, 30 N.E.2d 117 (1st Dist. 1940); Estate of MclIrath, 276 Ill. App. 408 (4th 
Dist. 1934). 

346 Tl. 2d 180, 127 N.E.2d 445 (1955). 


35 Tit. Rev. Srat. c. 32, § 770(a) (1957), provides that “If two or more persons 
opening or holding a withdrawable capital account shall execute a written agreement 
with the association providing that the account shall be payable to any or the survivor 
of them, the account, and any balance thereof which exists from time to time, shall be 
held by them as joint owners with right of survivorship... .” 
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conclusive evidence of the donor’s intent seems to be a preconceived notion 
that the donor did not understand and therefore intend the legal effect of 
his words—“joint tenants with rights of survivorship.” 9 Perhaps he did 
not, but this could easily be corrected by legislation requiring depositaries 
to provide on each deposit card and certificate of deposit in prominent 
language and understandable terms the legal effects of a joint and survivor 
account. Under such circumstances, it is believed that the courts would find 
that the deposit agreement was conclusive evidence of the depositor’s intent 
to create a survivorship interest in the donee survivor, and oral testimony 
would be admissible only to prove mistake, fraud, or undue influence. 
Whether by legislation or by judicial adoption of contract principles, there 
is a need for revision of the law applicable to joint and survivor bank 
accounts since presently, in jurisdictions such as Illinois, it is improbable 
that a donor depositor can create a joint and survivor account which will 
ensure ownership of the funds in the surviving donee upon the donor’s 
death. 


BERNARD G. SEGATTO 


86 Kepner, The Joint and Survivorship Bank Account, 41 Cauir. L. Rev. 596, 
634-636 (1956); Note, 23 Cur. L. Rev. 289, 300 (1956). 

























Recent Decisions 


CONSTITUTIONAL LAW—Enjoining Lobbying Activities Under Sher- 
man Act Held Constitutional. (Federal) 


Plaintiffs, a number of individual trucking concerns, sought an injunc- 
tion and treble damages under the Sherman! and Clayton? Antitrust Acts 
against the defendant, an association of eastern railroads. The complaint 
alleged that the defendant had carried on an extensive propaganda campaign 
to monopolize the overland freight transportation business in the Northeast. 
Among the acts complained of were lobbying activities through which de- 
fendant sought to secure the enactment of state legislation detrimental to 
interstate truckers. The defendant contended that the first amendment of 
the United States Constitution protected its lobbying activities by providing 
that, “Congress shall make no law abridging the right of the people peace- 
ably to assemble and to petition the government for redress of grievances.” * 
Held: Judgment for plaintiffs. The lobbying activities of defendant were 
merely a means directed to the illegal end of eliminating competition and of 
monopolizing the long-haul freight business, and, therefore, are not entitled 
to constitutional protection. Noerr Motor Freight, Inc. v. Eastern Railroad 
President’s Conference, 155 F. Supp. 768 (E.D. Pa. 1957).4 

It is axiomatic that the individual rights arising under the first amend- 
ment are not absolute and that their exercise may be restricted where the 
public interest demands.5 For the purpose of balancing these interests the 
“clear and present danger test,” first used by Justice Holmes in Schenck v. 
United States,® is the standard usually applied. If the conduct in question 
creates a clear and present danger of evils which society cannot tolerate, 
then that conduct is not entitled to first amendment protection.” 

In the instant case the court held that the question of whether de- 
fendant’s conduct was protected by the Constitution was controlled by the 
holding of Giboney v. Empire Storage and Ice Co.® In that case a labor union, 


126 Strat. 209 (1890), 15 U.S.C. § 1 (1946). 

2 38 Srar. 730 (1914), 12 U.S.C. § 12 (1946). 

3U.S. Const. amend. I. (Emphasis added.) 

4A motion to dismiss the complaint for failure to state a cause of action under 
the Sherman Act was denied in 113 F. Supp. 737 (E. D. Pa. 1953); see Comment, 1954 
U. Int. L. Forum 158. 

5 Chaplinsky v. New Hampshire, 315 U.S. 568, 62 Sup. Ct. 766 (1942); Gitlow v. 
New York, 268, U.S. 652, 45 Sup. Ct. 625 (1932); Fox v. Washington, 236 U.S. 273, 
35 Sup. Ct. 458 (1915). 

6249 U.S. 47, 52, 39 Sup. Ct. 247, 249 (1919): “The question in every case is 
whether the words used are used in such circumstances and are of such a nature as to 
create a clear and present danger of the substantive evils that Congress has a right to 
prevent.” 


™See Mendelson, Clear and Present Danger—From Schenck to Dennis, 52 Cotum. 
L. Rev. 313 (1952). 

8 336 U.S. 490, 69 Sup. Cr. 684 (1949). 
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seeking to organize peddlers, picketed a wholesale dealer to induce him to 
agree to refrain from selling to non-union peddlers. The Missouri court, 
having found that such an agreement would constitute a conspiracy in re- 
straint of trade in violation of the state antitrust law,® had enjoined the 
picketing. The Supreme Court unanimously affirmed. In effect the Court 
held that because there was a clear and present danger that the picketing 
would violate the public policy of the state, it was not entitled to first 
amendment protection.° 

In Thornhill v. Alabama™ the Supreme Court held that a state could 
not declare picketing a criminal offense in the absence of circumstances 
creating a clear and present danger that breaches of the peace would result. 
Since that decision, the Court in a series of cases has established a broad field 
in which a state in enforcing some public policy can constitutionally en- 
join even peaceful picketing.!2 Under the present state of the law, the Court 
recognizes that picketing is not the mere dissemination of ideas to which 
the safeguards of the first amendment extend; 1* it is no longer accorded 
the protection given to traditional forms of free speech. For this reason it 
is submitted that the Giboney case should not have been controlling. Further- 
more, it is distinguishable because of the substantial difference in the nature 
of the individual conduct being restrained. Lobbying activities are brought 
within the protection of the first amendment by express language. By 
definition, to lobby is “to petition the government for a redress of griev- 
ances”; * the terms are coextensive. The right to lobby is the right to ex- 
press one’s ideas where they have the best opportunity of becoming em- 
bodied in law and a right which is the very basis of representative govern- 
ment in free society.'5 

In answer to defendant’s argument that its conduct was entitled to 
constitutional protection, the Court held that defendant could not cloak 
an illegal conspiracy in restraint of trade with the first amendment rights 
of speech and petition. Defendant’s overall campaign being illegal under 
the Sherman Act, it is not saved from condemnation by the fact that that 


® Mo. Rev. Stat. ANN. § 8301 (1939). 

10 Although the court in Giboney did not mention “clear and present danger” by 
name, the test was clearly applicable in that situation. Mendelson, supra note 7, at 327. 

11 310 U.S. 88, 60 Sup. Ct. 736 (1940). 

12See Local 95, International Brotherhood of Teamsters, AFL v. Vogt, Inc., 354 
US. 284, 77 Sup. Ct. 1166 (1956). 

13 See, e.g., Local 802, International Brotherhood of Teamsters, AFL v. Wohl, 315 
US. 769, 776, 62 Sup. Ct. 816, 820 (1942): “Picketing . .. is more than free speech, 
since it involves patrol of a particular locality and since the very presence of a picket 
line may induce action of one kind or another, quite irrespective of the nature of the 
ideas which are disseminated.” 

14U,S. Const. amend. I. 

15 Barwick, Thou Shalt Not Talk to Thy Legislator, 5 Mercer L. Rev. 311 (1954); 
LaRoe, The Other Side of Lobbying, 23 ICC Prac. J. 771 (1956). 
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campaign was carried on by a form of expression commonly protected. It 
is submitted that the decision represents a satisfactory balance of the con- 
‘flicting interests involved. Only these activities comprising what the court 
called the “campaign of vilification” are to be enjoined—the organization 
of bogus citizens’ committees to urge a heavier tax burden for truckers, the 
employment of ghost writers to fill the magazines and newspapers of the 
country with articles placing the truckers in an unfavorable light, the de- 
ceiving and “using” of public officials and independent organizations to 
destroy a competitor’s good will. These activities are not the kind which 
contribute to the ideal of free expression which the first amendment was de- 
signed to protect. On the other hand, the injunction does not prevent the 
railroads from banding together in the interest of better public relations for 
the industry. They may seek any legislation they desire as long as their 
legislative program is not a mere subterfuge to conceal a scheme to injure 
or destroy competitors. 

It is submitted, however, that where the danger to free competition 
from lobbying is indirect through undue influence upon the legislature, the 
appropriate solution is more efficient lobby regulation by the legislature, 
and not a further extension of the Sherman Act.!* Most state legislatures,!* 
as well as Congress,!® have enacted some form of lobby regulation, and the 
constitutionality of these statutes has not proved to be a serious problem.?® 
Since the legislature is more familiar with the lobbying problem and better 
equipped to deal with it than the judiciary,” it would seem that any ex- 
tension of the decision in the instant case beyond its present limits would 
be an usurpation of a legislative function. As it stands the Noerr case repre- 
sents a workable compromise between the conflicting policies of the anti- 
trust laws and the first amendment. 

Joun F. McNett 


16 The intent of Congress in enacting the Sherman Act was to protect competition 
in interstate commerce by codifying the common law on trade restraint. See THORELLI, 
Tue FeperaL ANTI Trust Poricy 571 (1955). The debates in Congress on the Sherman 
Act do not reveal any intention that the act be employed to guarantee the existence 
of representative government by protection of the legislative process from corruption 
by the activities of overzealous pressure groups. Id. at 166-210. 

17Note, 11 Onto St. L.J. 557, 568 (1950). A table showing the form of lobby 
regulation currently in effect in each of the states. It is to be noted that Pennsylvania, 
the state primarily concerned in the instant case, has adopted no lobby regulation of 
any form. 

18 The Federal Regulation of Lobbying Act, 60 Srat. 839 (1946), 2 U.S.C. § 261 
(1952). See Futer, An Analysis of the Federal Lobbying Act, 10 Fen. B.J. 366 (1949). 

19 None of the state statutes on the subject has ever been declared unconstitutional. 
Futer, supra note 18, at 373. The constitutionality of the federal act was upheld in United 
States v. Harris, 347 U.S. 612, 74 Sup. Cr. 808 (1954). 

20Note, The Lobbying Act: An Effective Guardian of the Representative System?, 
28 Inp. L.J. 78 (1952). 
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CORPORA TIONS—Nontransferable Stock Options No Longer Exempt 
from Section 16(b) of Securities Exchange Act. (Federal) 


Plaintiffs, stockholders of C.I.T. Financial Corporation, brought a 
derivative action against certain officers and directors of the corporation to 
recover profits realized by defendants from selling C.L.T. stock within six 
months of purchase in violation of section 16(b) of the Securities Exchange 
Act of 1934.1 Stock was acquired by the defendants under a stock option 
plan which had been approved by the shareholders of the corporation. The 
plan met all of the requirements of SEC Rule X-16B-3? which exempts 
from section 16(b) purchases under certain types of stock options. The 
district court gave judgment for the defendants. On appeal, held: Affirmed. 
Since the defendants relied in good faith upon a Commission rule, they 
cannot be held liable? However, the court cautioned that reliance in the 
future upon the exemption of stock option plans under SEC Rule X-16B-3 
would be ill-advised because the exemption “may permit acts by insiders 
sought to be prevented by the Securities Exchange Act.” 4 Greene v. Dietz, 
247 F.2d 689 (2d Cir. 1957). 

Section 16(b) of the Securities Exchange Act provides for the re- 
covery of profit made by insiders from the purchase and sale, or sale and 
purchase, of stock of the corporation within six months. Suit may be 
brought by the corporation or, if the corporation refuses to bring suit 
within sixty days after being requested to do so,5 it may be initiated by a 
stockholder on behalf of the corporation. The section also provides for 
certain specific exemptions, and grants to the Commission power to exempt 
other transactions which are not “comprehended within the purpose” of 
the section.® 

Pursuant to the authority granted to it by section 16(b), the Com- 
mission has adopted several exemptions, including those in Rule X-16B-3.7 
This rule originally provided for the exemption of nontransferable stock 
options granted prior to June 6, 1934. By amendment in 1949 the entire 
subject matter of the rule was changed to exempt purchases made pursuant 
to bonus or profit-sharing plans, and options were no longer exempted.® In 


148 Srat. 896 (1934), 15 U.S.C. § 78p(b) (1952). 

217 Fep. Rec. 8901 (1952) (Now rule 240.16b-3, 17 C.F.R. § 240.16b-3 (Supp. 
1957)). 

8 Section 23(a) of the Securities Exchange Act provides that there shall be no 
liability for acts done or omitted in good faith in conformity with any rule of the 
Commission, notwithstanding that the rule may later be determined to be invalid. 48 
Srat. 901 (1934), as amended, 15 U.S.C. § 78w(a) (1952). 

4 Greene v. Dietz, 247 F.2d 689, 692 (2d Cir. 1957). 

5It has been held that the request need not be made if it would be futile. 
Grossman v. Young, 72 F. Supp. 375 (S.D.N.Y. 1947). 

6 Supra note 1. 

™SEC Securities Exchange Act of 1935 Release No. 5291, Mar. 22, 1956. 

8 Tbid. 
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1950 Congress enacted tax legislation which gave favorable treatment to 
_ Income derived from the sale of stock acquired under “restricted” stock 
options.® As a result, in 1952 the Commission further amended Rule X-16B-3 
to exempt purchases under certain employee stock option plans.’® It is 
under this exemption that the defendants in the principal case sought to 
avoid liability. 

The validity of the rule was questioned, apparently for the first time, 
by the plaintiffs in the instant case. The district court held that the rule 
was within the power of the Commission. However, the court of appeals 
said: 


“We do not find it necessary to adopt this portion of the opinion below 
in order to affirm the trial court. Indeed, although not essential to our 
opinion, we express doubt as to the power of the Commission to prom- 
ulgate Rule X-16B-3 inasmuch as the Rule’s broad language may permit 
acts by insiders sought to be prevented by the Securities Exchange 
Act.” * 


Subsequently, in considering a petition by the Commission for a rehearing, 
the court said that “it would seem that any reliance upon... [the exemp- 
tion] .. . would be ill-advised.” 1% The net result of this pointed dictum 
is that directors and officers who seek to avoid liability by invoking the 
exemption under Rule X-16B-3 will no longer be able to take advantage 
of section 23(a) which permits them to rely upon SEC rules." 

The validity of the exemption depends upon whether the acquiring 
of stock under options is comprehended within the purpose of section 
16(b) which is stated to be the “preventing . . . [of] . . . unfair use of 
information which may have been obtained by ... [a] . .. director or officer 


® Int. Rev. Cope or 1954, § 421. 

10The stock options granted special tax treatment (called “restricted” stock 
options) and the stock options exempted by Rule X-16B-3 are in many, but not all, 
respects similar. Compare Int. Rev. Code of 1954, § 421(d) (1), with 17 C.F.R. § 240.16b-3 
(Supp. 1957). 

11Prior to the adoption of this exemption the exercise of such options had 
apparently been considered a purchase. Walet v. Jefferson Lake Sulphur Co., 202 F.2d 
433 (Sth Cir. 1953); Steinberg v. Sharpe, 95 F. Supp. 32 (S.D.N.Y. 1950), aff'd per 
curiam, 190 F.2d 82 (2d Cir. 1951); Cook and Feldman, Insider Trading Under the 
Securities Exchange Act, 66 Harv. L. Rev. 612, 618 n.168 (1953). But see Consolidated 
Engineering Corp. v. Nesbit, 102 F. Supp. 112 (S.D. Cal. 1951), order denying inter- 
vention rev'd sub nom., Pellegrino v. Nesbit, 203 F.2d 463 (9th Cir. 1953) (corporation 
was estopped from recovering the profits because it had initiated the plan). 

12 Greene v. Dietz, 247 F.2d 689, 692 (2d Cir. 1957). 


18 Jd. at 697. 

14 The importance attached to the present decision by the Commission is indicated 
by a recent Securities Regulation Report which states: “There’s no doubt about the 
Court’s meaning this time. If you pick up option stock and sell it within six months, 
you may have to turn over the profits (if any) to your company.” Securities REc. 
Rep. vol. XXIV, 4 5.2 (Sept. 25, 1957). 
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by reason of his relationship to the issuer. .. .” 15 The legislative history,’® 
the cases interpreting the act,!7 and legal writers 18 indicate that the opera- 
tion of. this section is to deprive the insider of all opportunity for profit 
in a short-swing (six months or less) transaction. It has been suggested 
that the test to determine whether certain conduct falls within this purpose 
should be “whether the securities may be so assimilated as to afford a means 
of in-and-out trading profits derivable from use of inside information.” 1° 

Applying this broad test to the exemption provided in Rule X-16B-3, 
the dictum in the instant case is plainly correct. A director or officer of 
a corporation who has acquired stock by the exercise of an option, and 
who subsequently sells because he has inside information of a future event 
which will cause the market price to decline, escapes liability under section 
16(b) because of the exemption provided by Rule X-16B-3.2° Yet this 
transaction provides the same opportunity for unfair profit as if he had 
purchased the stock outright instead of under the option. Although less 
subject to misuse, the sale of stock coupled with a subsequent repurchase 
under an option may also be used unfairly by insiders.21 Thus, Rule 
X-16B-3 affords the insider a means of obtaining in-and-out trading profit 
from use of inside information.?? 

The Commission argued that this type of short-swing trading is un- 
likely to occur and, therefore, stock options are properly exempted. It 


15 48 Strat. 896 (1934), 15 U.S.C. § 78p(b) (1952). 

16 Testifying before the Senate Committee on Banking and Currency, Mr. Thomas 
Corcoran, a leading spokesman for the act, with reference to this section said: “That 
is to prevent directors receiving the benefits of short-term speculative swings on the 
securities of their own companies, because of inside information. . . . You hold the 
director, irrespective of any intention or expectation to sell the security within 6 
months after, because it will be absolutely impossible to prove the existence of such 
intention or expectation, and you have to have this crude rule of thumb, because 
you cannot undertake the burden of having to prove that the director intended, at the 
time he bought, to get out on a short swing.” Hearings Before the Senate Committee 
on Banking and Currency, 73d Cong., 2d Sess., pt. 15, at 6557 (1934). 

17 E.g., the court in the leading case of Smolowe v. Delendo Corp., 136 F.2d 231, 
235 (2d Cir. 1943), said: “[The act] was designed to protect the ‘outside’ stock- 
holders against at least short-swing speculation by insiders with advance information.” 

18 F.g., Loss, SECURITIES REGULATION 564 (1951); Frey, Federal Regulation of the 
Over-the-Counter Securities Market, 106 U. Pa. L. Rev. 1 (1957); Rubin and Feldman, 
Statutory Inbibitions upon Unfair Use of Corporate Information by Insiders, 95 U. Pa. 
L. Rev. 468 (1947); Comment, 5 Stan. L. Rev. 139 (1952). 

19 Rubin and Feldman, supra note 16, at 486. 

20Tf the actual use of inside information can be shown, there may be common-law 
liability. 

21 See 71 Harv. L. Rev. 386 (1957). 

22 The rule also exempts bonus and profit sharing plans, but these exemptions are 
not considered by the court in the principal case. Since the employee does not 
have control over the time of purchase under these plans, they do not provide the 
same opportunity for improper use of inside information that exists under stock option 
plans and, thus, are not subject to the attack made by the court upon the exemption 
of stock option plans. See also infra note 26. 
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further maintained that the most commonly alleged form of improper 
trading by insiders had been prohibited by another section of the act,”* and, 
that since the option grantee would lose his tax advantage by selling within 
six months, it is improbable that he would do so.24 The argument was 
properly rejected by the court in the instant case. Even though unlikely, 
the possibility of abuse does exist and, as the court concluded, “the im- 
probability that individual benefits may flow from usurped authority does 
not make usurpation any more permissible.” 25 

The Commission also contended that the rule declaring improper all 
exemptions which are subject to abuse should be tempered by permitting 
the exemption to be sustained if the possibility of abuse is slight and if failure 
to provide the exemption would interfere with a legitimate business prac- 
tice.2® Assuming even that the possibility of abuse in the circumstances of 
the present case is slight, this exception has no application here because 
failure to make the exemption would not unreasonably interfere with 
employee stock option plans. The stock option is given to the employee 
as part of his compensation for employment. Imposing section 16(b) 
liability upon the employee will not result in his losing this compensation 
for employment but only that part of the profit from the sale which is in 
excess of his compensation for employment.2? Actually, the imposition of 
this liability will further the purpose of employee option plans which is to 
increase management’s investment in the corporation.?8 


C. LEE Cook, Jr. 


28 The Commission stated that the most common abuse by insiders had been 
the “short” sale. This practice is prohibited by section 16(c) of the act which makes 
it unlawful for an insider to sell any securities not owned by him in the corporation 
with which he has an insider relationship. 48 Stat. 896 (1934), 15 U.S.C. § 78p(c) 
(1952). 

24 See Int. Rev. Cope or 1954, § 421. 

25 Greene v. Dietz, 247 F.2d 689, 694 (2d Cir. 1957). 

2671 Harv. L. Rev. 386 (1957). This exception would apply, for example, to 
stock bonus plans in which the participant receives yearly awards of stock because under 
such plans all sales would be within six months of a purchase as long as he participated 
in the plan. See Truncale v. Blumberg, 88 F. Supp. 677 (S.D.N.Y. 1950), aff'd sub nom., 
Truncale v. Scully, 182 F.2d 1021 (2d Cir. 1950). 

27 The recovery of the corporation in the few related cases which have been 
decided has been calculated by first adding the value of the option on the accrual 
date (which represents the value of the employee’s compensation for employment) 
to the amount paid for the stock. This sum is then subtracted from the amount obtained 
from the sale and the difference is the amount of recovery. Usually the value of the 
option plus the amount paid is equal to the market price of the stock at the accrual 
date; thus, the recovery will ordinarily be the difference between the market price 
at the accrual date and the amount obtained on the sale. Steinberg v. Sharpe, 95 F. 
Supp. 32 (S.D.N.Y. 1950), aff'd per curiam, 190 F.2d 82 (2d Cir. 1951); Cook and 
Feldman, Insider Trading Under the Securities Exchange Act, 66 Harv. L. Rev. 612, 
621 (1953). 

28See Rubin and Feldman, Statutory Inhibitions upon Unfair Use of Corporate 
Information by Insiders, 95 U. Pa. L. REv. 468 (1947). 
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PARENT AND CHILD—Divorce Decree May Be Modified to Provide 
Support Beyond Child’s Minority. (Illinois) 


At the time of her divorce in 1941, petitioner was awarded custody of 
her three-year-old daughter, together with a lump sum property settlement 
of $135,000 and monthly payments of $80 for the support and maintenance 
of the child. Sometime after the divorce the daughter contracted polio. 
In 1953 the wife, who had remarried, petitioned for an increase in the 
monthly payments and an additional allowance for a four-year college edu- 
cation for the daughter. Although his net worth was $950,000, the ex- 
husband resisted any change in the allowance. An order was entered 
increasing the payments to $250 per month, but the educational allowance 
was denied on jurisdictional grounds. On the wife’s cross-appeal from that 
portion of the order, held: Reversed. The court has jurisdiction to provide 
for the care and education of the child beyond the period of her minority. 
In a rehearing to determine the care and education necessary to equip her 
for adult life, the court should consider, among other factors, the large 
means of the father and the incapacity suffered by the daughter as a result 
of her illness. Strom v. Strom, 13 Ill. App. 2d 354, 142 N.E.2d 172 (1st 
Dist. 1957). 

In general, a child is entitled to support from his natural parent until 
he is capable of supporting himself.2 The amount and quality of support 
depends upon the needs of the child and the parent’s ability to provide, 
but generally includes the necessities of life, which are food, clothing, 
shelter, medical care, and adequate education.* Where a child, by reason 
of family history or social position, had been led to expect certain ad- 


1The Divorce Act, Itt. Rev. Stat. c. 40, § 19 (1957), provides that, “When a 
divorce shall be decreed, the court may make such order touching . . . the care, 
custody and support of the children .. . as, from the circumstances of the parties and 
the nature of the case, shall be fit, reasonable and just. . . . The court may, on 
applicatior, from time to time, make such alterations in the allowance ... [for] ... 
the care, custody and support of the children, as shall appear reasonable and proper.” 

This provision was first construed in Freestate v. Freestate, 244 Ill. App. 166 
(1st Dist. 1927), where a wife sued her former husband for medical expenses and 
support of their 23-year-old invalid daughter. In granting relief, the court noted that 
the provision makes no reference to “minor children.” But see Rife v. Rife, 272 Ill. 
App. 404 (1st Dist. 1933), where the court rejected this interpretation and held that 
the statute “by necessary implication” limits support to the period of the child’s 
minority. 

The court in the principal case stated: “We see nothing in the Illinois statutes 
which supports the conclusion of the court in the Rife case that by “necessary implica- 
tion” the jurisdiction of a court of chancery to provide for the care and education of 
a child ends the moment that child attains majority.” Strom v. Strom, 13 Ill. App. 2d 
354, 364, 142 N.E.2d 172, 177 (1st Dist. 1957). 


2See IV Vernier, AMERICAN Famity Laws § 234 (1936). 


’ Dwyer v. Dwyer, 366 Ill. 630, 10 N.E.2d 344 (1937); VERNIER, op. cit. supra 
note 2. 
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vantages as a matter of right, the court may take these expectations into 
consideration.* 

It is generally stated that the natural parent’s duty to support his 
child arises out of the parent-child relationship.’ Consequently it is a 
continuing duty, not dissolved by the dissolution of the marriage bond; ® 
neither is it permanently altered by the terms of the divorce decree,’ by 
contractual obligations assumed by the natural parents, by the assumption 
of the child’s support by a third person,® or by a change in the child’s 
legal status.!° 

Although the divorce decree usually makes provision for the support 
of the children, the total absence of any such provision does not prevent 
subsequent action by a court ordering such support upon petition by one 
of the parties.!1 However, the subsequent inclusion of such provision into 
the decree or modification of an existing provision is usually dependent 
upon a showing in the petition of a change in circumstances which renders 
the original decree inadequate or inequitable.!? 

While the phrase “change in circumstances” implies a change subse- 
quent to the original decree, a clearly inadequate provision in the original 
decree may be subject to modification in the presence of little or no real 
change in actual circumstances.!3 In their guardianship role, courts appear 
primarily concerned with the needs and welfare of the children 1* and are 


*See Herbert v. Herbert, 198 Misc. 515, 98 N.Y.S.2d 846 (1950). 

5 Barrett v. Barrett, 44 Ariz. 509, 39 P.2d 621 (1935); Dwyer v. Dwyer, supra 
note 3; Thornton v. Floyd, 229 La. 237, 85 So. 2d 499 (1956). 

6 Kelley v. Kelley, 317 Ill. 104, 147 N.E. 659 (1925). 

72 Netson, Divorce § 17.07 (2d ed. 1945). 

The parental obligation to support children remains unaffected by the procure- 
ment of the divorce decree without personal service of the defendant. Parker v. Parker, 
335 Ill. App. 293, 81 N.E.2d 745 (1st Dist. 1948); Kelley v. Kelley, supra note 6. 

8 Agreements entered into in contemplation of divorce: Southern California Edison 
Co. v. Industrial Accident Comm’n, 92 Cal. App. 355, 268 Pac. 415 (1928); Hayden v. 
Hayden, 215 Ky. 299, 284 S.W. 1073 (1926); Tullis v. Tullis, 138 Ohio St. 187, 34 N.E.2d 
212 (1941); Hart v. Hart, 177 Okla. 428, 60 P.2d 747 (1936). 

Agreements entered into subsequent to d*->rce: Nelson v. Nelson, 340 Ill. App. 
463, 92 N.E.2d 534 (1st Dist. 1950); Pappas v. ~appas, 247 Iowa 638, 75 N.W.2d 264 
(1956). 

® Commonwealth ex rel. Prelec v. Prelec, 115 A.2d 847 (Pa. Super. 1955); Owen 
v. Watson, 157 Tenn. 352, 8 S.W.2d 484 (1928) (supplier of necessaries recovered 
from child’s father on agency theory). 

10Fagan v. Fagan, 43 Cal. App. 2d 189, 110 P.2d 520 (1941) (appointment of 
grandmother as guardian); Anderson v. Anderson, 320 Ill. App. 75, 49 N.E.2d 841 (1st 
Dist. 1943) (adoption by step-father). 

Marriage of female child during her minority: Kamper v. Waldron, 17 Cal. 2d 
718, 112 P.2d 1 (1941); Bucher v. Bucher, 51 N.E.2d 229 (Ohio App. 1942). 

11 See Freestate v. Freestate, 244 Ill. App. 166 (1st Dist. 1927). 

12Lenard v. Lenard, 348 Ill. App. 392, 108 N.E.2d 831 (1st Dist. 1952); 2 NeLson, 
Divorce § 17.07 (2d ed. 1945). 

18 ScHOULER Divorce Manuat § 346(b) (Warren ed. 1944). 

14 See Kelley v. Kelley, 317 Ill. 104, 147 N.E. 659 (1925). 
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not inclined, as a general practice, to construe “changed circumstances” 
with great severity when it is apparent that under the existing provisions 
in a decree the children are being inadequately provided for.’ Either 
party may petition the court for modification; the modification may be 
permanent, i.e., barring another change in circumstances, or temporary, 
where the change in circumstances is only temporary.1® 

Modifications which increase the support allowance usually result 
from a showing of increased need on the part of the child, such as, for 
example, a permanent disability,!7 a long illness,!® or psychological diffi- 
culties; 1° however, a rise in the parent’s income,?° or the loss of support 
formerly furnished by a third person?! may also result in increasing the 
parent’s contribution. The concepts “need” and “necessity,” being in 
effect estimates by society of what a child ought to have to ensure his 
happiness and well-being, have undergone considerable liberalization during 
the last half century; this is particularly true with respect to education. 
Most of the courts which have rejected the earlier view that a college 
education is a luxury 2? require some showing that such education is essen- 
tial for the child’s chosen vocation,22 and some evidence of scholastic 
ability in the child.2* However, a few courts have ordered the parent to 
provide this education merely on the showing that in the child’s family 
and social group, such an education is regarded as a matter of course.?® 

Modification may also result in decreasing the parent’s contribution, 
usually upon a showing that the parent’s income has dropped *¢ or that the 


15 See Wolf v. Wolf, 70 N.Y.S.2d 632 (1940). 

16 Garvin v. Garvin, 108 Colo. 415, 118 P.2d 768 (1941) (support payments 
might be temporarily suspended pending parent’s recovery from accident.) 

17 Freestate v. Freestate, supra note 11. 

18 Strom v. Strom, 13 Ill. App. 2d 354, 142 N.E.2d 172 (1st Dist. 1957). 

19 Karle v. Earle, 205 Misc. 738, 130 N.Y.S.2d 238 (1954); Commonwealth ex rel. 
Groff v. Groff, 173 Pa. Super. 535, 98 A.2d 449 (1953) (psychological inability to 
retain a job). 

20Cohen v. Cohen, 6 N.J. Super. 26, 69 A.2d 752 (1949); 2 Netson, Divorce § 
17.16 (2d. ed. 1945). 

*1 Anderson v. Anderson, 320 Ill. App. 75, 49 N.E.2d 841 (1st Dist. 1943). 

22 Middlebury College v. Chandler, 16 Vt. 683 (1844). 

Under Micu. Comp. Laws § 552.17a (1948), child support may extend beyond 
minority “in exceptional circumstances.” In Mapes v. Mapes, 336 Mich. 137, 57 
N.W.2d 471 (1953), the child, an honor student in high school, desired to attend 
college upon his graduation. This was held to constitute an “exceptional circumstance.” 
But see Sloan v. Sloan, 286 App. Div. 1102, 145 N.Y.S.2d 797 (1955), where, applying 
the rule that child support may extend beyond minority in “unusual circumstances,” 
the court held that college attendance is not an “unusual circumstance.” 

23 Estep v. Estep, 138 Wash. 174, 244 Pac. 264 (1926). 

24 Mapes v. Mapes, supra note 22; Estep v. Estep, supra note 23. 

25 Herbert v. Herbert, 198 Misc. 515, 98 N.Y.S.2d 846 (1950). But see Common- 
wealth v. Wingert, 173 Pa. Super. 613, 98 A.2d 203 (1954). 

26Garvin v. Garvin, 108 Colo. 415, 118 P.2d 768 (1941); 2 Netson, Divorce § 
17.16 (2d. ed. 1945). 
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child is assuming some or all of his own support.2” In addition, courts ap- 
parently give some consideration to the approaching old age of the parent 
and to the youth and vigor of the child.28 Furthermore, in some cases 
where it is apparent that the child is fully capable of providing his own 
support, the parent has been entirely relieved of the obligation, although 
the child is still a minor.?® 

Under the prevailing view in the United States, however, this parental 
obligation terminates completely and automatically when the child attains 
his majority, unless the decree provides otherwise.2° Until recently the 
only exception to this “very strict rule” #4 occurred where the non-minor 
child was totally incapable of his own support and it was feared that if the 
parent were not required to continue his support, the child might become 
a public charge.®? 

The instant case places Illinois among a small number of jurisdictions 
which, during the last decade, have manifested an increasing reluctance to 
observe this majority rule in all its rigidity.2 The position seems to be 
emerging in these jurisdictions that, in the absence of a specific statutory 
provision, the child’s majority should not be decisive in and of itself, but 
should be considered only as one among the other factors previously men- 
tioned to determine whether support ought to continue. While no American 
case has been found where support was sought beyond minority in the 


27 Thomas v. Thomas, 238 S.W.2d 454 (Mo. App. 1951) (son’s earnings greater 
than father’s); Blue v. Blue, 152 Neb. 82, 40 N.W.2d 268 (1949); Townsen v. Townsen, 
137 N.E.2d 789 (Ohio App. 1954). 

28See Worthington v. Worthington, 207 Ark. 185, 179 S.W.2d 648 (1944); 
Rife v. Rife, 272 Ill. App. 404 (1st Dist. 1933); Boehler v. Boehler, 125 Wis. 627 (1905). 

29 Thomas v. Thomas, supra note 27. 

30 Bloedorn v. Bloedern, 91 F.2d 245 (D.C. Cir. 1937); Sharp v. Sharp, 154 Kan. 
175, 117 P.2d 561 (1941); Kavanagh v. Dyer O’Hare Hauling Co., 189 S.W.2d 157 (Mo. 
App. 1945); Jackman v. Short, 165 Ore. 626, 190 P.2d 860 (1941); Texas Employers’ 
Ins. Ass’n v. Birdwell, 39 S.W.2d 159 (Tex. Civ. App. 1931); 2 Netson, Divorce § 
17.14 (2d ed. 1945); ScHouLeR Divorce Manuat § 347 (Warren ed. 1944). 

81 [bid. 

32 Mt. Pleasant Overseers v. Wilcox, 12 Pa. County Ct. 447 (1893); Rowell v. 
Town of Vershire, 62 Vt. 405 (1890). See also, for more recent cases, Zakrocki v. 
Zakrocki, 115 Ind. App. 556, 60 N.E.2d 745 (1945); In re Glass’ Estate, 175 Kan. 246, 
262 P.2d 934 (1954); Holsomback v. Slaughter, 177 Miss. 553, 171 So. 542 (1937); 
Sayne v. Sayne, 284 S.W.2d 309 (Tenn. App. 1956). 

This requirement has become statutory in those states where The Uniform 
Reciprocal Enforcement of Support Act has been adopted. “. . . . Both husband and 
wife are severally liable for the support of any child ... 18 years of age or over 
whenever such child is unable to maintain himself and is likely to become a public 
charge.” ILL. Rev. Strat. c. 68, § §2(a). 

83 See Roberts v. Roberts, 160 Md. 513, 154 Atl. 95 (1931); Mapes v. Mapes, 336 
Mich. 137, 57 N.W.2d 471 (1953); Sloan v. Sloan, 286 App. Div. 1102, 145 N.Y.S.2d 
797 (1955); Cohen v. Cohen, 193 Misc. 106, 82 N.Y.S.2d 513 (1948); Schirtzinger v. 
Schirtzinger, 95 Ohio App. 31, 117 N.E.2d 42 (1952); Commonwealth ex rel. Groff 
v. Groff, 173 Pa. Super. 535, 98 A.2d 449 (1953); Ciallella v. Ciallella, 81 R.I. 320, 103 
A.2d 77 (1954). 
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face of a terminating provision in the decree, it should not be assumed that 
such a provision will be conclusive as to further parental obligation. It is 
suggested that in these jurisdictions the same factors affecting decree modi- 
fication during the child’s minority would continue into his majority and 
that in the presence of sufficient need further support might be ordered, 
the terms of the decree notwithstanding. 

This liberal trend results, it seems, from a greater judicial sensitivity 
to the needs of children and a greater awareness that a child in modern 
society is simply not ready, in many instances, to step out into the world 
and support himself at the end of his minority. The rule which limited 
support to the period of the child’s minority arose, it should be remembered, 
in a society which considered “necessities” to be few in number and simple 
in character, which expected children to contribute to the support of the 
family while they remained at home and to be capable of their own sup- 
port at a relatively early age, and which regarded higher education as 
a luxury, to be enjoyed by those who could afford it. The relaxation of 
this strict rule, as evidenced by the principal case, results in a flexibility 
which the courts must have to protect adequately the interests of the child 
in a changing world, in order that both he and society may benefit from 
a more complete realization of his capabilities.5+ 
HEIN JUERGENSEN 


TRADE REGULATION—E. I. du Pont Corporate Ownership of General 
Motors Stock Held to Violate Section 7 of the Clayton Act. (United 
States) 


During the years 1917 and 1918, the E. I. du Pont Corporation pur- 
chased shares in the General Motors Corporation amounting to 23 per 
cent of the outstanding stock. Even prior to these acquisitions, du Pont 
had been supplying substantial quantities of automobile finishes and fabrics 
to GM and the latter was producing approximately 11 per cent of the 
automobiles sold in the United States. Thirty years later, du Pont was 
supplying 68 per cent and 38.5 per cent of GM’s paint and fabric needs 
respectively, but by this time GM’s sales represented almost 50 per cent of 
total automobile sales. The value of du Pont sales to GM was approximately 
$19,000,000. The United States instituted suit in 1949 alleging violation 
of the Sherman Act and the Clayton Act. The district court dismissed the 
suit. On direct appeal, held: Reversed and remanded (two justices dis- 


34By way of comparison, consider the incentive in the tax deduction provisions 
in the Internal Revenue Code, allowing a deduction where a dependent, although 
beyond 19 years of age, is a student and receives more than half of his support from 
the applicant. Int. Rev. Cope or 1954, §§ 151(e) (1) (B), 152(a). 

1 United States v. E. I. du Pont de Nemours & Co., 126 F. Supp. 235 (N.D. III. 
1952). 
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senting and three not participating).2 GM preferred du Pont’s products 

. over those of other suppliers because of the latter’s stock holdings. This 
preference constituted a foreclosure of a substantial share of the market 
for automobile finishes and fabrics, thereby creating, at the time of this 
suit, a likelihood of a monopoly of that line of commerce in violation of 
section 7 of the Clayton Act.? United States v. E. I. du Pont de Nemours 
& Co., 353 U.S. 586, 77 Sup. Ct. 872 (1957). 

This decision treats two major problems in merger regulation under 
section 7 of the Clayton Act, the proper description of the “relevant 
market” (i.e., the delimitation of that area of competition in which the 
effects of the merger are to be tested), and the measure of anticompetitive 
effects necessary to find a violation after that market is once defined. As 
the major Supreme Court antitrust decision of the year, the instant case 
presents possible far-reaching consequences with respect to general anti- 
merger policy. 

The most significant feature of the case is the narrow definition of 
the relevant market adopted by the Court, and the summary method by 
which it was adopted. Ignoring the paucity of evidence in the record and 
the failure of the trial court to make any finding on the issue of relevant 
market,® the Supreme Court nevertheless concluded that “automobile finishes 


2 Chief Justice Warren, Justices Black and Douglas joined Justice Brennan in the 
majority opinion. Justices Clark, Harlan, and Whittaker did not participate, while 
Justices Burton and Frankfurter dissented. For the speculation that a full court might 
have reached an opposite result, see Rogers, The du Pont Case, 2 ANTITRUST BULL. 577, 
581 (1957). 

3 The first paragraph of section 7, pertinent here, provides: “That no corporation 
engaged in commerce shall acquire, directly or indirectly, the whole or any part of 
the stock or other share capital of another corporation engaged also in commerce, 
where the effect of such acquisition may be to substantially lessen competition between 
the corporation whose stock is so acquired and the corporation making the acquisition, 
or to restrain such commerce in any section or community, or tend to create a mo- 
nopoly of any line of commerce.” (Emphasis added.) 38 Strat. 731 (1914), 15 U.S.C. § 18 
(1946). This statute was amended in 1950 after the present suit was instituted; how- 
ever, the amendment does not affect the scope of this comment. See 64 Strat. 1125, 15 
U.S.C. § 18 (1952). 

*“The appropriate [relevant] market is the ‘area of effective competition’ within 
which the defendant or defendants operate. . . . Identification of markets required for 
solution of an antitrust problem is primarily one of fact.” Atr’y Gen., REPORT ON THE 
Antitrust Laws 122 (1955). Cf. Transamerica Corp. v. Board of Governors, 206 F.2d 
163 (3d Cir. 1953). 

In addition this case holds that the unamended section 7 applied to vertical inte- 
grations and that the time at which the anticompetitive effects are tested is when the 
suit is instituted, not when the acquisition was made. See Handler, Annual Antitrust 
Review, 12 Recorp 385, 420 (1957), for comment on the retroactive aspect of these 
holdings. 

5 The district court did not reach this question since it found that there was no 
reasonable probability of any foreclosure of du Pont’s competitors by reason of the 
latter’s stock interest. United States v. E. I. du Pont de Nemours & Co., 126 F. Supp. 
235 (N.D. Ill. 1952). 
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and fabrics have sufficient peculiar characteristics and uses to constitute 
them products sufficiently distinct from all other finishes and fabrics” ® to 
be treated as a separate relevant market. Thus, the relevant market for 
the finishes and fabrics involved in this case was limited by their “single 
usage” in the automobile industry and was described as being coextensive 
with the needs of that industry for these products. Unlike the recent 
Cellophane decision,’ the Court failed to consider that these products may 
compete not only with articles of a similar kind, but also with reasonable 
substitutes and that the breadth of the relevant market should properly 
acknowledge this reasonable interchangeability of products. Its summary 
finding of the peculiar characteristics of the products involved in this case 
precluded such considerations. Furthermore, the Court did not emphasize 
the need for an actual market study in making its determination. This 
narrowing of the market necessarily increased the anticompetitive effects 
of du Pont’s ownership of GM stock, as is apparent from the fact that du 
Pont’s sales to GM were treated as greater than 20 per cent of the total 
automobile finish and fabric market, although they accounted for only 
an insignificant portion of the entire market for finishes and fabrics. 

It is difficult to ascertain whether the Court intended the narrow 
market approach to be applied to all merger problems. The instant case 
dealt with the forward integration of an outlet by a supplier, but there 
would seem to be nothing that would bar similar analysis in cases involving 
other types of mergers, even though the instant case did not overrule the 
Cellophane decision. Cellophane dealt with monopolizing under section 2 
of the Sherman Act; in the present case, the Court may have been satisfied 
that a merger involves different issues warranting a stricter market test. 
If so, merger and monopoly may involve dissimilar concepts of the relevant 
market. Such a distinction, however, is nowhere spelled out in the opinion. 
Furthermore, any conclusion that the present decision implies that the 
narrow market criterion should be extended to future cases loses much of 
its force in view of the extraordinary fact situation before the Court. Here 
the acquired corporation was the second largest industrial firm in the 
country, controlling almost one-half of the automobile industry, while the 
acquiring corporation was itself the fourth largest company in the nation. 
The Court’s emphasis of these facts and the stress placed upon the necessity 
of a “substantial” relevant market may mean that the narrow market 
concept will not be applied to smaller mergers or to mergers in fields of 
wide product demand.® 


6 United States v. E. I. du Pont de Nemours & Co., 353 U.S. 586, 593, 77 Sup. Ct. 
872, 877 (1957). 

7™ United States v. E. I. du Pont de Nemours & Co., 351 U.S. 377, 76 Sup. Ct. 994 
(1956). The Court held that cellophane was part of the flexible packaging material 
market which included such materials as waxed paper and Seran wrap. 

8 Ibid. 

*In support of this view it is important to note that although three of the present 
majority dissented in the Cellophane case (Chief Justice Warren, Justices Black and 
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After defining the market, the Court held that the acquisition created 
_a likelihood that competition might be foreclosed in “a substantial share of 
that market.” Du Pont’s sales to GM are about $19,000,000 annually. In 
terms of percentages, the needs of GM equal about 50 per cent of the total 
demand of the automobile industry, while du Pont supplies 68 per cent and 
38.5 per cent of GM’s finish and fabric requirements, respectively. From 
this, the Court concludes that du Pont has a substantial share of the relevant 
market. The opinion does not indicate whether the mere volume of du 
Pont’s sales satisfied the requirement of a “substantial share” of the market, 
or whether it was their relative share of the whole market that was con- 
sidered controlling. However, the precedent cited is the Standard Stations 
decision, famous for its doctrine of “quantitative substantiality.” As previ- 
ously understood, this doctrine means that in determining what is a sub- 
stantial share of the market, the inquiry is focused upon the dollar value 
of sales between the firms actually engaged in the questioned transactions. 
The Standard Stations case was decided upon section 3 of the Clayton Act." 
Until the instant decision the test under section 7 was thought to be, as 
the dissent urges, that the whole market is viewed to determine if the par- 
ticular foreclosure means a significant restriction of access to needed supplies 
or needed outlets.!? 

It is difficult to decide whether the Court intended the full import of 
the precedent cited. It is possible that the implications of quantitative 
substantiality were not sufficiently presented by counsel, since the bulk of 
the argument was directed to the Sherman Act.!* In any event, the Court 
did not come to grips with the issue of quantitative substantiality as ex- 
plicitly as might be expected if it intended to adopt that test, especially in 
view of the fact that there has been a great amount of professional, ad- 


Douglas), the validity of that holding was nowhere challenged in the present opinion. 
Furthermore, the Court’s declaration of the distinctive characteristics of automobile 
finishes and fabrics places these products within a separate market under the analysis 
in the Cellophane case. 

10 Standard Oil of California v. United States, 337 U.S. 293, 69 Sup. Cr. 1051 (1949). 
The Court invalidated exclusive dealing contracts for petroleum products between 
Standard Oil and the independent Standard Stations. This action was brought under 
section 3 of the Clayton Act which subjects such agreements to a test similar in 
language to that provided in section 7. Compare 38 Strat. 731 (1914), 15 U.S.C. § 14 
(1952), with 38 Stat. 731 (1914), 15 U.S.C. § 18 (1946). 

11 Tid. 

12 See Att’y GEN., REPORT ON THE ANTITRUST Laws 122 (1955). 

48Qnly twenty of the 750 pages of the Department of Justice, du Pont and 
General Motors briefs were devoted to the Clayton Act issue. See Handler, Annual 
Antitrust Review, 12 Recorp 385, 416 (1957). This might explain the absence in the 
opinion of any critical examination of lower court decisions and those of the Federal 
Trade Commission which expressly reject quantitative substantiality. See Transamerica 
Corp. v. Board of Governors, 206 F.2d 163 (3d Cir. 1953); United States v. Brown 
Shoe Co., 1956 Trade Cases 4 68,244 (E.D. Mo. 1956); Pillsbury Mills, Inc., FTC Dkt. 
6000, CCH Trape Rec. Rep. (9th ed.) § 11,582 (FTC No. 6000) (1953). See also 
American Crystal Sugar Co. v. Cuban-American Sugar Co., 1957 Trade Cas. 4 68,735 
(S.D.N.Y. 1957) (decided three days after the instant decision). 
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ministrative, and judicial sentiment against its adoption.1* Furthermore, 
having narrowed the market, it does not seem that the Court needed to 
invoke the doctrine in order to establish a violation. The Court could 
simply have said that du Pont’s sales, as a percentage of the whole market, 
were such a foreclosure of that market that the anticompetitive effects 
involved constituted a violation. This would mean that because of du 
Pont’s relative strength in the whole market the Court would be willing 
to assume a significant restriction upon competition. Such a holding would 
be consistent with the theory that section 7 was designed to arrest mo- 
nopolies in their incipiency.15 

The Court specifically emphasized that both “quantitatively and rela- 
tively,” 1 du Pont is GM’s principal supplier. Any necessity of satisfying 
both tests has not heretofore been suggested. The exclusive dealing con- 
tracts in the Standard Stations 1" case amounted to only 6.7 per cent of the 
market while the salt sales in the International Salt decision 1® were but an 
infinitesimal portion of the entire salt market. The policy dictates in these 
cases are clearly distinguishable from those in the merger problem. The 
latter case dealt with an illegal extension of a patent monopoly, while the 
former decision seems to have been motivated by the conviction that the 
sole purpose of an exclusive dealing contract is the foreclosure of the par- 
ticular purchaser involved. A merger, on the other hand, may actually in- 
crease competition; ?® therefore, it would seem consistent with sound 
economic policy to require a threat of injury to the whole market as a 
condition to finding a violation. 

Although the opinion accords considerable importance to relative 


14 See, e.g., Adelman, Economic Analysis and Critique of the Facts Considered in 
Judging the Legality of Mergers, 21 Current Business Sruptes 21, 22 (1954); Barnes, 
Quantitative Substantiality, 8 ABA Antitrust Section Report 11 (1956); Donovan, 
Mergers and the Antitrust Laws, 1 Antitrust BuLv. 179, 185 (1956); Handler, Annual 
Antitrust Review, 12 Recorp 385 (1957). 

15 The purpose of section 7 is to arrest restraints and monopolies in their incipiency 
before they ripen into Sherman Act violations. See Atr’y GEN., REPORT ON THE ANTI- 
trust Laws 117 (1955). 

16 This language suggests that the Court was influenced both by the mere volume 
of these sales and by the percentage of total sales in the market that this volume repre- 
sented. United States v. E. I. du Pont de Nemours & Co., 353 U.S. 586, 596, 77 Sup. 
Ct. 872, 879 (1957). 

17 Standard Oil of California v. United States, 337 U.S. 293, 69 Sup. Cr. 1051 (1949). 

18 Tnternational Salt Co. v. United States, 332 U.S. 392, 68 Sup. Cr. 12 (1947). 
The Court invalidated selling arrangements whereby International Salt Company con- 
ditioned the use of its patented salt dispensing machines upon a promise by the lessee to 
use only salt purchased from the lessor. The total sales covered by these arrangements 
was less than $500,000 annually. 

19 A merger may allow two small firms to compete effectively with larger rivals; 
it may reduce overhead and cost of transfer, thus producing a lower and more 
competitive price to the public; and finally it may keep active the productive facilities 
of sub-marginal producers that would otherwise be lost through bankruptcy. 
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strength, it is difficult to determine which percentage figure was considered 
controlling. GM’s purchases accounted for 34 per cent of the total sales 
of automobile finishes while its fabric purchases were only 20 per cent of 
all sales of automobile fabrics. The opinion indicates that both finishes and 
fabrics were considered to be a single market. In that event, perhaps a 
weighted average of both in a conglomerate market of automobile finishes 
and fabrics may be the critical figure. The question of critical market 
percentage must remain unanswered, since the most detailed reading of 
the opinion can produce only futile conjecture. 

The problems here presented are but a few of the vital questions left 
unanswered by the opinion. There is a need for more definitive decisions 
involving less extreme fact situations before there can be any adequate 
prediction of future merger policy. In the present case the Court is clearly 
influenced by the fact that it was confronted with a combination of two 
industrial giants. To bring this thirty-year-old combination under the con- 
demnation of the antitrust laws in their present form, it was forced to seize 
upon an incidental and perhaps insignificant interrelationship—automobile 
finishes and fabrics.2° Undoubtedly there are reasonable grounds for 
claiming that such an enormous concentration of capital has adverse effects 
upon the economy. It might have been better, however, to recognize frankly 
that the prohibition was based on size, rather than to distort inapplicable anti- 
trust principles of otherwise proven utility. 

Future cases will require the Court to consider the far-reaching impli- 
cations of this decision. The narrow market concept here chosen may 
produce an unrealistic picture of the effects upon competition in the normal 
merger situation. A restricted test of competitive injury can result in almost 
per se prohibition of merger. In trying to recapture water which long ago 
flowed over the dam, the Court may very well have weakened the dam 
itself. It would seem that the policy of antitrust regulation would better 
be served by a market definition which significantly delimits an area of 
actual competition and a test which is aimed at promoting competition in 
that market as a whole. 

Rocer ARTHUR CLARK 


UNFAIR COMPETITION—IJmitation of Package Held To Be Unfair 
Competition. (Federal) 


Defendant, a producer of packaged nuts for sale in Michigan, imitated 
the physical construction, coloring, and general layout of the package used 


20 This incidental interrelationship can perhaps be best highlighted by the ab- 
surdity of saying that du Pont was willing to invest two and three-quarters billions 
of dollars and thereby to undergo serious antitrust risks merely to secure nineteen 
millions of dollars gross annual income. 
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by plaintiff, a producer of packaged nuts for sale throughout most of the 
United States. Plaintiff instituted an action for unfair competition in the 
federal district court seeking money damages and an injunction to restrain 
defendant from using this package in the future. The trial court found 
that unfair competition had not been proved and dismissed the case. On 
appeal, held: Reversed and remanded. Since defendant’s imitation of the 
over-all appearance of the package was likely to confuse purchasers, plaintiff 
was entitled to relief. Tas-T-Nut Co. v. Variety Nut & Date Co., 245 
F.2d 3 (6th Cir. 1957). 

Imitation of a competitor’s trade dress (packaging, labeling, etc.) is 
unfair competition only if the simulation of appearance is likely to confuse 
or deceive the purchaser as to the origin of the product.? In applying this 
test, the courts look to see whether the person claiming unfair competition 
has an interest which deserves protection, and whether the challenged 
simulation is capable of infringing this interest. 

Trade dress is a legally protected interest if it is susceptible to exclusive 
appropriation and if it has secondary meaning.’ In establishing susceptibility 
to exclusive appropriation, the courts ordinarily require only that the 
plaintiff prove that the simulated feature produces a distinctive visual ap- 
pearance which is likely to be remembered by the public and to be asso- 
ciated with a particular source ¢ and that tne feature is not commonly used 
by other members of the trade.5 If the characteristic is in common use by 
the trade, such as the small rectangular package employed by the cigarette 
industry, no single producer can acquire a right to exclusive usage of it, 
and hence, any newcomer to the trade can freely copy such a feature.® 

The concept of “true secondary meaning” originated in trade name 
infringement suits. In that context, secondary meaning indicated that a 
certain term had acquired a meaning other than its common denota- 
tion, that is, that it had been identified in the public mind with the products 
of a particular producer.” In trade dress cases, this term has been employed 


1Tas-T-Nut Co. v. Variety Nut & Date Co., 136 F. Supp. 775 (E.D. Mich. 1956). 

2Gum, Inc. v. Gumakers, Inc., 136 F.2d 957 (3d Cir. 1943); Crescent Tool Co. 
v. Kilborn & Bishop Co., 247 Fed. 299 (2d Cir. 1917). 

8 The courts do not always expressly consider these factors. See, e.g., Chesebrough 
Mfg. Co. v. Old Gold Chemical Co., 70 F.2d 383 (6th Cir. 1934); Hi-Land Dairyman’s 
Ass’n v. Cloverleaf Dairy, 107 Utah 68, 151 P.2d 710 (1944). 

Crescent Tool Co. v. Kilborn & Bishop Co., supra note 2. 

5 Coca-Cola Co. v. Glee-Nol Bottling Co., 221 Fed. 61 (5th Cir. 1915) (similarity 
in size, shape, color, and general appearance of bottles was not enough to justify an 
injunction because these features were common to the trade). See also United States 
Tobacco Co. v. McGreenery, 144 Fed. 531 (C.C. Mass. 1906), aff'd per curiam 144 
Fed. 1022 (1st Cir. 1906); Industrial Rayon Corp. v. Dutchess Underwear Corp., 17 F. 
Supp. 783 (S.D.N.Y. 1937). 

® Coca-Cola Co. v. Glee-Nol Bottling Co., supra note 5. 

™) Nims, Unrair CoMPETITION AND TRADEMARKS §§ 36, 37 (4th ed. 1947); Patti- 
shall, Secondary Meaning In Trade Identity Cases, 45 Trape-Mark Rep. 1261 (1955). 
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to mean that the imitation is actionable only if the plaintiff can prove 
that the public distinguishes the source of the goods by the features which 
have been imitated and “is moved in any degree to buy the article because 
of its (supposed) source. . . .”® In applying this test, the courts have 
considered the length of time the packaging was in use by the originator,® 
the nature of the package,!° the extent of his advertising and popularizing 
of the product and package,!! the existence of actual deception, confusion, 
and mistake,!* and the reactions of the purchasing public.1* While the courts 
usually apply these criteria compositely rather than separately, they tend 
to emphasize duration of use. For instance, it is common for a court to 
assume that the combination of various elements which constitutes trade 
dress “would be bound to attract attention, and in time by constant repe- 
tition to denote to the buying public a particular brand of a particular 
product.” 14 

In determining whether the challenged simulation infringes the plain- 
tiff’s interest in his trade dress, the courts consider whether the duplication 
was calculated to confuse purchasers and whether the degree of imitation 
is sufficient to accomplish this objective. The intent to deceive will usually 
be inferred from the facts and circumstances of the case.15 Ordinarily, a 
businessman who wishes to sell his products on their own merits has many 
features at his disposal from which he can select a trade dress. When he 
chooses a combination which closely approximates the trade dress of a close 
competitor, it is natural for the courts to conclude that this “coincidence” 
was inspired by a scheme to deceive the public.’® 

The ultimate question in trade dress cases is whether a confusing 
resemblance does in fact exist.17 No single feature seems to be sufficient in 
and of itself to amount to an unreasonable simulation in every case.1® For 
example, color has been recognized as the “most important element in all 


8 Crescent Tool Co. v. Kilborn & Bishop Co., 247 Fed. 299, 300 (2d Cir. 1917). 

®New England Awl Co. v. Marlborough Awl Co., 168 Mass. 154, 46 N.E. 386 
(1897). 

10 Pro-phy-lac-tic Brush Co. v. Abraham & Strauss, Inc., 11 F. Supp. 660 (E.D.N.Y. 
1935). 

11 [bid. 

12 Little Tavern Shops, Inc. v. Davis, 116 F.2d 903 (4th Cir. 1941); Pattishall, 
supra note 7. 

18 Shredded Wheat Co. v. Humphrey Cornell Co., 250 Fed. 960 (2d Cir. 1918); 2 
NIMs, op. cit. supra note 7, § 334; Pattishall, supra note 7. 

44 Huston v. Barrett, 166 Ga. 261, 264, 142 S.E. 736, 738 (1928). See also New 
England Awl Co. v. Marlborough Awl Co., supra note 9. 

15 Chesebrough Mfg. Co. v. Old Gold Chemical Co., 70 F.2d 383 (6th Cir. 1934); 
O. & W. Thum Co. v. Dickinson, 245 Fed. 609 (6th Cir. 1917). 

16 Florence Mfg. Co. v. J. C. Dowd & Co., 179 Fed. 73 (2d Cir. 1910). 

17. Nims, op. cit. supra note 7, § 120. 

18 Chesebrough Mfg. Co. v. Old Gold Chemical Co., supra note 15. 
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package combinations,” ?® and yet, similarity of color scheme alone is held 
to be insufficient grounds for relief.2° It is the general appearance created 
by the collocation of all features which is the important criterion.”! 

Thus, in Chesebrough Mfg. Co. v. Old Gold Chemical Co.,?? a case 
involving an imitation of coloring and marking of caps, cartons, and labels 
of petroleum jelly containers, the court, in holding that the imitation consti- 
tuted unfair competition even though there were discernible differences 
between the packages, stated the test for simulation amounting to unfair 
competition as follows: 


“.... Simulation . . . does not reside in identity of single features of 
dress or marking nor in indistinguishability when the articles are set side 
by side, but is to be tested by the general impression made by the 
offending article upon the eye of the ordinary purchaser or user. If 
the general impression which it makes when seen alone is such as is 
likely to lead the ordinary purchaser to believe it to be the original 
article, there is an unlawful simulation.” 74 


In actual application the test of unfair competition is whether the 
trier of facts, considering the package through what it supposes to be the 
eyes of the consumer, is confused by the over-all appearance resulting from 
the use of the imitated combination of features.24 The inherent subjectivity 
of this test is partially mitigated through consideration of additional, more 
objective determinants such as the nature of the article,?> the relative value 
of the article,?¢ and the manner in which it is usually purchased.27_ Evidence 
that purchasers have already been confused by the resemblance is also 
valuable in demonstrating that the simulation is likely to confuse the 
public.?® If there is strong evidence of unfair competition, the mere fact 
that the imitator has clearly marked his name on the package generally will 
not preclude liability.?® 


19.N. K. Fairbank Co. v. R. W. Bell Mfg. Co., 77 Fed. 869, 876 (2d Cir. 1896). 

20Campbell Soup Co. v. Armour & Co., 175 F.2d 795 (3d Cir. 1949); Pacific 
Coast Condensed Milk Co., v. Frye & Co., 85 Wash. 133, 147 Pac. 865 (1915). 

21 Martini & Rossi, Soc. Anonima v. Consumer’s-People’s Products Co., 57 F.2d 
599 (E.D.N.Y. 1931); Lever Bros. v. J. Eavenson & Sons, Inc., 157 Misc. 297, 283 
N.Y. Supp. 398 (1935). 

2270 F.2d 383 (6th Cir. 1934). 

23 Id. at 384. 

24 Leeds, Confusion and Consumer Psychology, 46 Trape-Mark Rep. 1 (1956). 

25 J. W. Collins Co. v. F. M. Paist Co., 14 F.2d 614 (E.D. Pa. 1926); Hershel Co. v. 
Contadina B. & D. Co., 292 Ill. App. 158, 10 N.E.2d 720 (1937). 

26 J. W. Collins Co. v. F. M. Paist Co., supra note 25; Wirtz v. Eagle Bottling 
Co., 50 N.J. Eq. 164, 24 Atl. 658 (1892). 

27 Automatic Electric, Inc. v. North Electric Mfg. Co., 28 F.2d 979 (6th Cir. 1928); 
Hershel Co. v. Contadina B. & D. Co., supra note 25. 

28 Hi-Land Dairyman’s Ass’n v. Cloverleaf Dairy, 107 Utah 68, 151 P.2d 710 (1944). 

29'W. G. Reardon Laboratories, Inc. v. B. & B. Exterminators, Inc., 3 F. Supp. 
467 (Md. 1933); Hi-Land Dairyman’s Ass’n v. Cloverleaf Dairy, supra note 28. 
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Although the legal principles in this area are reasonably clear, they 
are difficult to apply to the wide variety of fact situations which arise. 
Since the facts in many cases are susceptible to conflicting interpretations, 
the personal views of the individual judges become very important. In 
the instant case, for example, the court, instead of deciding that plaintiff's 
package had developed secondary meaning, could easily have reached the 
opposite conclusion. It might have followed the district court’s express 
determination that “there was no real substantial proof that plaintiff's 
package had attained secondary meaning. . . .”°® Also, it could have 
utilized the reasoning advanced in Gum v. Gumakers*! which was similar 
in all respects to the case at bar. In that case, the court dismissed the 
complaint, holding that plaintiff’s package did not have secondary meaning 
because both parties clearly disclosed their names on their respective con- 
tainers. 

It is submitted that the impelling factor underlying the decision in 
the instant case was not an objective evaluation of the facts in terms of 
the aforementioned rules but rather the long history of attempts on the 
part of defendant to take advantage of plaintiff’s superior market position. 
Such treatment seems to pervade this area of the law. Therefore, although 
the courts talk in terms of established, clearly defined legal principles in 
deciding whether an imitation of trade dress constitutes unfair competition, 
the variety of factors to be considered and the tendency to adopt a sub- 
jective analysis based upon the court’s opinion of the equities in the situa- 
tion make it difficult to predict the outcome in many cases which arise 
in this area. 


Puivie L. BALy 


30 Tas-T-Nut Co. v. Variety Nut & Date Co., 136 F. Supp. 775, 779 (E.D. Mich. 
1956). 
$1 136 F.2d 957 (3d Cir. 1943). 
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